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A Loss to the Profession 


The entire accounting profession 
suffered a serious loss with the sudden 
death of Robert L. Kane, Jr. on Decem- 
ber 31, 1957. Bob Kane was Director 
of Education of the AICPA and, among 
other activities, was responsible for co- 
ordinating the preparation and grading 
of the CPA examinations. Prominent 
amongst his professional contributions 
was the editing of the two-volume CPA 
Handbook and his serving as secretary 
of the Commission on Standards of 
Education and Experience for CPAs. 
His monthly department in the Journal 
of Accountancy entitled “Accounting 
Education” was a source of informa- 
tion and guidance not only to students 
but to all concerned with accounting 
education. 

Mr. Kane’s work brought him into 
close contact with many important com- 
mittees of the AICPA and his quiet 
energy and sage counsel will be sorely 
missed by the profession and by his 
many friends. 


Standards of Probability 
for Legal Evidence 


Sampling 


The use of economic data as evidence 
in many kinds of legal proceedings that 
originate in the business field has in- 
creased greatly in recent times. In an 





AccouNTING NEWS AND TRENDS is con- 
ducted by CuHarzes L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society’s Committee on Members in the 
Field of Education. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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effort to formulate a statement of samp. 
ling standards acceptable to both law. 
yers and judges, The Society of Busi- 
ness Advisory Professions (two of whose 
officers are CPAs) appointed a special 
committee (with two CPA members) on 
Standards of Sampling for Legal Evi- 
dence. Its report, as well as a discussion 
of its contents, was recently published in 
cooperation with The Graduate School 
of Business Administration of N. Y. U.. 
as No. 26 of the Society’s Current Busi- 
ness Studies. 

The report sets forth criteria that deal 
exclusively with specifications for prob- 
ability sampling and does not consider 
the standards for judgment sampling. 
Probability sampling is a procedure by 
which one obtains a result from a selec- 
ted representative portion of a total nun- 
ber of items that will be the same, within 
calculable limits of uncertainty, as the 
result that would have come from a com- 
plete coverage. The report recommends 
that if a study would be admissible evi- 
dence as a complete coverage of a cer- 
tain frame, then it will also be admis- 
sible if it is carried out as a probability 
sample of that frame. An exception is 
made, however, if the precision of the 
sample is too low for the purpose, or if 
flaws in execution render the results 
questionable. 

One of the disclaimers in the report 
states that the standards do not lay down 
criteria for making an audit of financial 
statements by professional accountants. 
Nevertheless, some interesting comments 
on sampling and auditing developed dur- 
ing the discussion period: 

1. The sampling that has been done 
up to now in auditing work has not fol- 
lowed the standards set forth in the 
study. Accountants are very much it 
terested in this technique and hope in 
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MORRISON-KNUDSEN 
COMPANY, INC. 





"Claltonal Accounting machines save us $116,400 


a year...return 90% on our investment” 
—MORRISON-KNUDSEN COMPANY, INC., Boise, Idaho 
LEADER IN INTERNATIONAL HEAVY CONSTRUCTION AND ENGINEERING 


“Our business is international in scope, employing more than In your business, too, National ma- 
40,000 people. We have placed 32 National Accounting ma- chines will pay Sor themselves with 
chines on field construction projects, and in our home office the money they save, then continue 
and branch offices. savings as annual profit. Your nearby 

“The machines are used for accounts payable, payrolls, National man will gladly show how 
processing earnings records, preparing Federal and State much you can save—and why your 
reports, writing W-2's, and posting detail cost ledgers. operators will be happier. 

“Nationals permit switching quickly from one job to an- 
other, thus increasing their utility. And the simple operation 
and programming is advantageous in training personnel. 

“We estimate that these National machines save us 
$116,400 a year, a 90% annual 
teturn On our investment.” Am avr Sorvef~ 


Controller, Morrison-Knudsen Company, Inc. 


THE NATIONAL CASH REGISTER COMPANY, DAYTON 9, OHIO : 
989 OFFICES IN 94 COUNTRIES i ee 
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year-end reports . . 
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all emergency jobs. 
Temporary Bookkeepers, Stat Typists, | 
Cale. Mach. Opers., ete. 

available anytime . . . all the time 


GUARANTEED 
BONDED 
EXPERIENCED 


Professionally correct — scientifically tested 


You or your client can save 40¢ to 





70¢ per hour in fringe costs. (Send 
for Free Brochure) 
MR. MAXWELL 
WoOrth 4-0038 
FFicEeE 
EMPORARIES NC. 
Executive Offices: 
39 Cortlandt St. N-Y:G: 


78 





When writing to advertiser kindly mention The New York Certified Public Accountant 





time to arrive at some way to apply sta. 
tistical approaches generally. 

2. Auditors claim to have used subjec. 
tive methods of sampling for many years 
and refer to this practice as judgment 
sampling. Statisticians do not readily 
accept this use of the term because of 
the failure of the auditor to define the 
“frame” and the items to be studied, 

3. If properly organized by a trained 
statistician, the technique outlined jn 
the report would help the auditor in 
dealing with masses of data such as ac. 
counts receivable in a department store, 
and certain inventories. It would also 
aid in setting up allowances against in- 
ventories or receivables. 


Writing and Professional Success 


The Editor of this magazine recently 
handed to this Department a_ booklet 
published by the Detroit Chapter of the 
NAA, entitled “Write Your Way To 
Without adverting to the 
possible motives behind this transmit. 
tal, we are happy to summarize some of 
the ideas contained in this pamphlet. 

Writing for publication is not eas) 
and results only from careful thinking 
and painstaking effort. Any well-in- 
formed accountant, however,. who is 
willing to devote the time and effort and 
has vital information and original ideas 


Success.” 


| to transmit, can write an article and will 
| be greatly rewarded thereby. 


It is a 
trite observation, but nonetheless true. 


that the writer of a paper always gets 


more out of it than its readers. 

The NAA (and presumably this maga- 
zine) solicits manuscripts in three gen- 
eral caiegories — articles, accounting 
practice descriptions, and letters to the 
editor. An article is a comprehensive. 


well-rounded presentation which explores 
thoroughly a major problem of account 
ing or auditing theory or practice. An 
accounting practice description is a pres 
entation of a practical application of 
accounting principles to a_ particular 
situation. 


A letter to the editor is a 
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MR. ACCOUNTANT: 


To solve your clients’ 
financing problems, 
refer them to 


TALCOTT FINANCE 


For Accounts Receivable, 
Inventory or Machinery, 
Instalment or Lease Sales 
Financing 











For additional facts contact the nearest 
Talcott office listed below 


FOUNDED 1854 


NEW YORK 
221 FOURTH AVENUE 
ORegon 7-3000 





“Y= CHICAGO 
209 SOUTH LaSALLE STREET 
Financial 6-1444 


ETROI 
1870 NATIONAL BANK BLOG. 
WOodward 2-4563 














tax form reproduction 


e Government approved methods 


e Free pick-up and delivery in Manhattan 
24 hr. delivery guaranteed 


Call or write for price list 





BEE photocopy, inc. PL-1-0440 


415 Madison Ave., N. Y. C. 
65 East Fifty-Fifth, N. Y. C. 
120 East Fifty-Sixth, N. Y. C. 
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Does your client need 
*Financing? 
Liberal loans on accounts 
receivable. 


For 30 years we have spe- 
cialized in liberal loans on ac- 
counts receivable. Simplest 
handling plans. Loans on 
machinery, too. 


Forwarders protected. 
* Lk f 


Phone or write Mr. Dworsky 
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HEAVY MAILINGS 
COMING UP? 


Machine mailings TWENTY 
times faster than hand methods. 
We can stuff 1 to 4 inserts, seal enve- 
lopes, affix postage simultaneously and 
deliver to Post Office within 2 hours. 
Cost for 10,000 pieces ... Approx. $80. 
Quantity & Repetitive Discounts. 


GRAHAM MAILINGS — LO 4-5849 
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brief expression of your viewpoi:t with 
respect to some accounting topic. Such 
a letter often expresses objections to an 
idea in a published article or seeks to 
clarify some point raised therein. 
After pointing out that no formula 
exists for judging the quality of a manu. 
script, the report indicates that the fol- 
lowing criteria, amongst others, are con- 
sidered, 
1. Timeliness or general interest of 
subject. 


2. Originality of thought. 

3. Evidence of thorough research. 

4. Organization of material. 

5. Excellence of composition and ex. 


pression. 
6. Excellence of charts, tables, sample 
forms, or other illustrative material, 
A factor not mentioned, which would 
appear to be vital particularly for CPA 
practitioners, is that of informativeness 
on a suitably advanced level. 


Clients are People 

What are the most important things 
a beginning staff man should know for 
success in his accounting career? A 
group of supervisors of the Pittsburgh 
office of Arthur Young & Company set 
forth their answer to this intriguing 
question in that company’s Journal 
(October, 1957) in an article “If You 
Had Only One Hour...” All of the 
23 suggestions are worthwhile, but 
these two might be mentioned here: 

1. Clients are the most important 
people with whom you work. Get to 
know them very well. For example. 
make an effort to learn everyone's name 
with whom you come in contact: learn 
what the business makes, the name of 
its raw materials and the names of its 
manufacturing processes. 

2. Supervision of subordinates is a 
major responsibility of the senior ac- 
countant. If the junior does something 
wrong, it is very likely because the 
senior has failed to give proper super: 
Vision. 
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An Adirondack View 


Too Much of anything is—well, it’s 
more than enough—and that is usually 
bad. 

In education, it makes one know too 
much about too little, or too little about 
too much. The first thing you know you 
become an egghead—what a terrible 
thing! Some one once said that if a 
person had plenty of brains he did not 
need to go to college, he could get it all 
faster and cheaper out of books. 

In work, we are the boys who ought 
to know—we learn the lesson every year 
between January first and April fif- 
teenth. If any of you don’t know this 
one, go home and ask your wife. 

Those who over do it tend to narrow 
themselves into deep ruts that introvert 
into circles, life goes round and round 
and, in the words of Wordsworth, the 


world becomes “‘too much with us.” 


LEoNARD Houcuton, CPA 
Saranac Lake Branch of 
“The Adirondack Chapter” 
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Letters to the Editor 


Retention of Accountants in 
Assignment Proceedings 


The accounting fraternity should be 
interested in a new development which 
has arisen in the matter of the retention 
of accountants in assignment proceed- 
ings under the debtor and creditor law 
of the State of New York. 

It has been customary, over a period 
of many years, for the retention of ac- 
countants to be made by the “assignee 
for the benefit of creditors” on the 
recommendation of creditors represent- 
ing the largest and most representative 
number of claims. This is a practice 
which is followed as well in most pro- 
ceedings under the National Bankruptcy 
Act and in those creditor situations 
which are conducted out of court. It is 
a practice which has been accepted and 
furthered by those organizations which 
represent groups of creditors in various 
industries and by the credit fraternity 


‘ 


in general. 

The Federal Bench has, to the best of 
this writer’s knowledge. always acknowl- 
edged the right of creditors to suggest 
an accountant in insolvency proceed- 
ings under its jurisdiction. Unless there 
is knowledge of an adverse interest on 
the part of the accountant this recom- 
mendation will be accepted and the ac- 
countant will be retained by court order. 
In fact, the accountant, in an affidavit 
which must accompany the papers sub- 
mitted, must state his independence of 
all parties in the proceeding. 

In a recent decision of the New York 
State Supreme Court, however, the Judge 
did not recognize the selection of the 
accountant by the creditor’s committee 
and designated an accountant appointed 


by the Court. 
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The following is a reprint of the De- 
cision. 


SUPREME COURT—SPECIAL TERM, 
PART I 
(ASSIGNMENT BUREAU.) 
By Mr. Justice Friedman. 

In re Famous Upholstering Co., Ine, 
(Lindenbaum), Lamp Futures, Inc. (N, 
Y. Credit Men’s Adjustment Bureau, 
Inc.), Navins Clothing, Inc. (Beck)— 
Orders signed. 

Matter of Navins Clothing. Ine, 
(Beck)—The assignee presents a peti- 
tion for the appointment of an account- 
ant to perform necessary accounting 
services. This presents a problem about 
which this court has previously com- 
mented on a prior occasion when a 
similar application was made. The 
matter of assignments for the benefit 
of creditors has become a_ process 
through which creditors very rarely re 
ceive any funds. Ofttimes, after the 
payment of attorneys’ fees, accountants’ 
expenses, assignees’ commissions and 
other expenses of the assignment. there 
is rarely enough to pay all of the tax 
claims, and even wage earners find them- 
selves without relief. While technically, 
the court exercises some supervision 
over the assignment, actually it often 
has no such supervision. The assignor 
picks the assignee, who in turn selects 
the attorney. The assignee or the attor- 
ney selects the accountant, the appraiser, 
the auctioneer and the custodian. In 
effect, what is happening on many occa- 
sions is that the assignor makes his own 
selections of the people who will osten- 
sibly protect the interests of the credi- 
tors, the government, city and state and 
the former employees of the assignor. It 
is for that reason that the court has here- 
tofore stated, and now reiterates, that 
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wherever possible the court shouid ap. 
point some one independent person jn 
all of these assignment proceedings, 


| whose duty it will be always to investi. 
| gate the assignment proceedings. For 


that reason the court grants the present 
application to appoint a certified public 
accountant, but rejects the designee of 
the assignee, and the order has been 
signed designating an accountant ap. 
pointed by the court. It is not intended 


| by this memorandum to cast any reflec. 


tion upon the accountants designated 
by the assignee, but this action is taken 
for the reasons previously stated. Order 
signed. 


Rospert A. WIENER. CPA 
Roslyn, N. Y. 


Conformity of Taxable Income 
and Fiscal Policy 


We are indebted to Mr. Ira J. Palestin 
for his compilation of facts bearing upon 
the desirability of reporting the New 
York State personal income tax as a 
percentage of federal taxable income. 
Some divergent views are, nevertheless, 
suggested by his article which appeared 
in your November 1957 issue. 

Mr. Palestin asserts that “New York 
is committed to the principle of sub- 
stantial income tax uniformity between 
it and the federal” government. Why 
not complete uniformity? Mr. Palestin 
points out that the State would have to 
amend its rates with each change in the 
federal law. But we have frequent 
changes anyway. Maybe, with uniform: 
ity, we can avoid the confusion attend- 
ant upon fixing the rate for the year 
1955 and the awkward computation we 
suffered with for 1955 and 1956. 

The advantages of conformity are 
apparent. The taxpayer would be spared 
the trouble and expense of two income 
tax reports. Tax practitioners would 
enjoy some relief from the annual spring 
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Department “B” 
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135 Broadway, N. Y. 6, N. Y. 


| 
Please send me further information on the financial advantages | 
of a deferred compensation trust. 
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agony. Changes by the federal govern. 
ment could be reported simply and ac. 
curately. The present procedure (form 
IT 115) is well devised, but still im. 
perfect. Administration of the tax lay 
in Albany would be simplified. The 
Legislature could confine its delibera. 
tions to the amount of revenue needed 
and the rates required to provide that 
revenue. 

A broader consideration of all income 
taxes leads me to the conclusion that 
we are suffering with an obsolete form 
of revenue raising. Taxes should be 
easy to report, to pay, and to collect, 
and should be secure against evasion 
and avoidance. The income tax is 
none of these. It may have been a 
suitable form of taxation forty years 
ago, but it has outlived its usefulness, 
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A far more satisfactory tax would be 
a widely levied tax on transactions, to 
be reported and remitted only by busi- 
ness enterprises. Every mention of such 
a tax precipitates a deluge of objections, 
most of them arguing that a “sales” 
tax penalizes the poor. But those who 
believe that the income tax is levied 
in accordance with “ability to pay” are 
deluding themselves. The income tax 
is not a tax on income; rather, the 
income is determined by the tax for 
which it must provide. If we evaluate 
realistically the economic impact of the 
income tax, we find that it is only 
another cost of production, reflected in 
the prices of goods and services, there- 


| 


fore borne by all of us in proportion | 


to how much we spend. 


Max L. Norcuick, CPA 


New York, N. Y. | 


From the Accounting Profession 
In Pakistan 


We feel free to approach your good- | 
self with a request to permit this Insti- | 
tute to reproduce in original form, in | 


its monthly cost journal 
Economist some of the important arti- 
cles appearing in your monthly journal, 
The New York Certified Public Ac- 
countant. 

We feel that many of the articles in 
your journal, which deal on current 
problems and modern technical know- 


how of accounting, business and eco- | 


Industrial | 


nomics, will be of immense benefit to | 


our country for the following reasons, | 


and we are sure that you will not deny 
us your cooperation, technical knowl- 
edge and experience in this regard: 


1. Our country, though mainly agri- 
cultural, is now becoming semi-indus- 
trial and within the next few years or 
so, it will make a big stride in the indus- 
trial development. 


2. Though our natural resources are 


vast and labour is abundant, we have | 
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TYPING 


@ Accountants’ Reports 
e Briefs, etc. 
Neat Appearing Work— 


Accuracy Guaranteed 


REPRODUCTION of 


e Tax Returns 
e Financial Statements 
e Documents 


PHOTOSTATS 
RAPID, PERSONALIZED SERVICE 
e 
OVER 20 YEARS CONTACT WITH 
ACCOUNTING PROFESSION 


MARGO BROWN 
OFFICE SERVICES 
565 FIFTH AVE., NEW YORK 17, N. Y. 
OXrorp 7-6580 























BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
Established 1926 


























Investment 


Information 


42 Broadway 
New York 4, N. Y. 
Digby 4-7140 


JUSTIN JACOBS 
Peter P. McDermott & Co. 
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EXPERT STATISTICAL 
TYPING 


High standards of quality work, ex- 
clusively for C.P.A.s, typed on IBM 
electric typewriters and thoroughly 


checked. 











BRUNING REPRODUCTION 
OF TAX RETURNS 
AND REPORTS 





All work picked up and delivered 
free of charge. 


EMILY GAGLIANO | 
Ave. J & 16th Street 
Brooklyn 30, N. Y. 
CLoverdale 8-5090 


16 years C.P.A. experience 




















“P’'m available for employment 


- . - I’m an Accountant. 
Of course, I’m vontanenailt 
at the MAXWELL 
AGENCY.** 





Typical of the many screened 
Accountants, Bookkeepers 
and _ other office personnel 
available through Maxwell 
Employment Agency. List 
your requirements. Expect 
unusually good results. 


MAXWELL 
employment agency 
130 W. 42 St., N.Y.C. 36, N.Y. LOngacre 4-1740 














Certified Property Appraisals 
for 
Small Business Loans 


Bank Credit 


Insurance 


APPRAISAL AFFILIATES, INC. 
335 BROADWAY, NEW YORK, N. Y. 
BA 7-3571 
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not been able to explore them fully, due 
to lack of heavy capital investments, 
sufficient technical know-how and the 
shortage of industrial accountants, jn. 
dustrial engineers and many others. At 
present there are very few indusirial ac. 
countants and public accountants in the 
country who can make substantial con. 
tributions to the development and man- 
agement control of our industry and 
business, and our (this Institute) pur. 
pose is to assist industry and business 
through the medium of our cost journal 
Industrial Economist and the like me. 
diums (technical services, conferences, 
examinations, discussions, etc.) in soly- 
ing national cost and economic prob- 
lems of today and tomorrow. 


3. Our industrialists, businessmen 
and all governmental agencies were not 
very much cost-conscious. Today they 
feel very strongly the need of the techni- 
cal know-how of accounting, auditing, 
costing and budgetary control and busi- 
ness management for the effective con- 
trol of their individual industry and 
business. 

In the light of the above, we feel that 
our monthly cost journal, Industrial 
Economist, could serve the purpose of 
training the various management 
groups—top to down levels—in_ this 
field, as there is no other alternative at 
the present moment due to paucity of 
accountants. We are afraid, whether 
we will get regular contributions for our 
monthly journal from national indus- 
trial and public accountants and as 
such we feel by your doing this favour 
to this Institute you will be rendering 
great service to industry and _ business 
in this country. 


Awaiting your early reply. 
A. Hussain 


Managing Director, International 
Cost & Works Accountants Ltd., 
(Institute of Cost & Budgetary 
Control) 


Karachi, Pakistan 
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Classified Section 


RATES: 
$2.00. “Business Opportunities” 
words. 


15¢ a word, 


“Help Wanted” 20¢ a word, minimum $5.00. 
minimum $3. 
Closing date, 10th of month preceding date of Pacigg 


he gee Wanted” 10¢ a word, minimum 
0. Box number, when used, is two 


ADDRESS FOR REPLIES: ad number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N 


HELP WANTED 


Accountant—CPA (male), supervising senior 
for 100 person CPA firm, familiar with 
audit administration and client rélationship, 
experienced in supervision and review of 
accounting and auditing procedures, salary 
$14,000 with steady advancement, age 35 to 
10. Box 1354. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42 St., N. Y. C., telephone 
LOngacre 4-1740. 


Assistant Comptroller, CPA, law degree, 
presently employed, seeks better opportunity, 


over 25 years diversified experience, public 
and private, office management, financial state- 
ments, internal controls, credits and collec- 
tions, taxes. Box 1334. 


Tax Attorney, female, ten years with CPA 
firm, experience research, preparation returns, 
protests, Federal, State, local, $6,500. Box 
1335. 

Per diem, CPA with eight years of thoroughly 
diversified experience available 2-3 days per 
week. Box 1336 or WO 4-4368. 
Accounting Work, etc., which can be done 
at home is wanted by conscientious, capable 
woman who passed CPA. Box 1337. 
Comptometer Operator, wishes per diem 
work, diversified experience many fields, 12 
years CPA experience, hours 9:30 — 4:30 mid 


or uptown New York, $17.00 per day. Box 
133 

CPA, attorney, 38 years, 8 years public, 2 
years controller, seeks position leading to 


acquisition of practice or partnership interest. 
Box 1347. 

CPA, young, 5 years public, 2 years private 
experience, currently chief accountant super- 
vising 20 employees, seeks better opportunity 
in private accounting, will send resumé upon 
request. Box 1348. 

CPA, LL.B., 


costs, budgeting, 


taxes, 


heavy experience audits, 
diem, 


systems, desires per 
10-12 days per month. Write Box 1350. 
CPA, Society member, 20 years diversified 
public practice, thoroughly experienced audits, 
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reviewing, available diem basis, 


1353. 


taxes, 
Box 


per 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Justin Jacobs, Peter P. McDermott & Co, 
investment information, portfolio analysis, no 
charge for these professional services. DIgby 


4-7140, 42 Broadway, New York 4, New York. 


Statistical Typing, IBM typography, offset 
—. Gitsham’s, 480 Lexington Avenue, 
N. Y. 17, PLaza 5-6432. 

— Wanted, substantial terms, know- 


offered overburdened or retiring prac- 


N. Y., N. J., AICPA, IE, MBA, 


how 
titioner, CPA, 
Box 1340. 


CPA, AICPA, former partner small national 
firm with top level experience desires pur 
chase of accounts or practice, New York 
area, prefer practice of about $50,000 gross, 
have profitable practice of about $40,000 and 


adequate cash capital, greatest tact and 
diplomacy, replies will be held ‘in strict 
confidence. Box 1342. 

Office for Rent, Lindenhurst, L. [., rare 


offices in 


opportunity for CPA, beautiful 
Call Karp, 


shopping center, 800 car parking. 
TUrner 8-1683. 
Cleveland CPA, AICPA, 
assignments in greater Cleveland 
or job basis. Box 1343. 

CPA Firm, N. Y. C., having gross fees in 
excess of $200,000 seeks practitioner for 
merger purposes, having substantial quality 
practice in predictable fees, interested pri- 
marily in spreading top level responsibilities 
and perpetuation of firm, replies in strict 
confidence. Box 1344. 

Established and Growing CPA firm will 
purchase practices or individual accounts, will 
offer attractive arrangements to those antici- 
pating retirement or transfer. Box 1345. 
Get A Fifth Avenue Office, without Fifth 
Avenue overhead, efficient, personalized, low 
cost mail, telephone, desk, specializing in 
accountant’s requirements, private office space 
available. 516 Fifth Avenue Telephone 
Service at 43rd Street, MUrray Hill 2-3717. 


will service your 
area, daily 
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BUSINESS OPPORTUNITIES 


CPA Partners (2), seek to exchange with 
another CPA firm services for office space and 
service or merge practice with small firm. 
Box 1352. 

CPA, has small private office for rent to 
young practitioner with possible affiliation 
opportunities, Guzik, 175 Fifth Avenue, OR 
q 7-2200. 





. e 
Private Office, midtown, suitable single prac- A ri 
titioner, furnished, share use of Thermo- Fax, merican Appraisals 
other machines and services, reasonable. LO 
6526. speed up 
] . . e 
94 West 40th St., Room 905, CPA will rent loss adjustment 
attractive private office approximately 1014’ 
x 124’, 2 windows, fluorescent lights, vinyl The adjuster knows that figures in an 
papered walls, cee floors, dignified 7 American Appraisal report are fair to 
tion room, additiona space for secretary i all concerned, because they are always 
required, lease, immediate possession. LA ; ; 
4-3300 based on detailed evidence and ex- 
a | P P 
: ' perienced judgment. 
CPA, N. Y., gross about $20,000 with down- | 
town office desires association with practi- The 


tioner, aim joint administration, other mutual 


benefits, or merger. Box 1346. AM q R 4 C A N 
CPA, desires office space or office preferably 

Fordham Road area Bronx. WO 2-4259 or | APPRAISAL 
SYcamore 2-2759 or Box 1349. | Company 

We Are Looking For several CPAs who | leader in property valuation 

| 
| 


would like to rent dignified suite on an ex- HOME OFFICE: MILWAUKEE 1, WIS. 
pense ‘sharing arrangement. Box 1351. 








Don’t tRENT SECURITY 


lie down on the job! 





let it go to work! You can hold all rent security funds in a single 1 re 

NINTH FEDERAL TRUST ACCOUNT and earn 314% dividends! The 3 Yao per year 
participation of each of your tenants is insured to $10,000, whether * Unconditional 

you are an individual, a partnership, or a corporation. Come in, 

Drop in any day...learn about NINTH FEDERAL’s famous PLUS + pi Account Dept., 


VALUES, now yours at all four offices, including our beautiful 
new Sound View office, Westchester at Manor Ave., Bronx. 


NINTH FEDERAL SAVINGS 
AND LOAN ASSOCIATION 


anhattan — Hours: 9-3; Friday, 9-6 
1457 BROADWAY at Times Souare, N.Y.36 805. ULN. PLAZA at 45th St, N.Y. 17 
Bronx — Hours: 9-3; Monday, 5-8 
66 E. BURNSIDE AVE. at Walton, Bronx 53 1580 'WESTCHESTER- AVE. at Manor, Bronx 2 


Resources Over $95,000,000. 
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pucKS REALLY Grow 
on Long Island 


















Mr. “Meadow Brook” 


and so will YOUR company 


For assistance of all kinds with your 
business banking needs contact our 


BUSINESS DEVELOPMENT DEPARTMENT 
West Hempstead, Long Island 


the 
MAE ADOW / BROOK 


mcationcth hank 





Serving ALL Long Island 


MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
© 


Presented in cooperation with the Area Development Council of the 
Long Island Association 
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Disclaimer of an Opinion 


Ten years have elapsed since the issuance of Statement on 
Auditing Procedure No. 23 dealing with the disclaimer of an 
opinion with respect to financial statements taken as a whole. 
During that period the reporting principles governing the dis- 
claimer have become an integral part of our thinking and our 
literature and are reflected in Standard of Reporting No. 4 of 
the Generally Accepted Auditing Standards. The members of 
the American Institute of Certified Public Accountants have 
just adopted a new rule of professional conduct which embodies 
the substance of that standard. The members of our Society 
voted in April 1953 to be bound by the principles of Statement 
No. 23, as revised, which have been incorporated in the Codi- 


fication of Statements on Auditing Procedure. 


It is very disturbing, therefore, to have our attention 
brought, from time to time, to instances in which these principles 
have not been observed. Although they may occur infrequently, 
we may nevertheless inquire as to why they should arise at all. 
Is it because of unfamiliarity with the principles themselves? 
Is it due to misunderstanding as to the form of disclaimer 
which may be used? Or has there been a slackening in 
professional vigilance? Whatever the reason, the fault should 
he corrected. To that end, the Board of Directors has author- 
ized me to send to each member a copy of the pertinent 
provisions of the Codification, and a number of illustrative dis- 
claimers prepared by our Committee on Auditing Procedure 
which may be used as guides and modified to meet particular 
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The President's Page 
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circumstances. It should be borne in mind that there is no 


standard form of disclaimer and that none is contemplated. 


In circumstances where an opinion on the financial state- 
ments cannot be rendered, the use of an appropriately worded 
disclaimer will minimize the possibility of misunderstanding 
on the part of those who read the report. In the eyes of the 
informed reader, be he client, banker or credit grantor, the 
accountant gains in stature for his adherence to a highly desir- 
able standard of reporting. If clients or others are unfamiliar 
with the reporting standards governing the rendering of an 
opinion or a disclaimer, it is up to us to educate them. But 
this can only be done if we, ourselves, are thoroughly familiar 
with these principles and observe them rigidly. The growth of 
our profession depends in large measure upon the maintenance 


of our high standards. This is the responsibility of all of us. 


LEONARD PRICE, 


President 
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Union Welfare Funds 


By RayMonp Bucueinper, C.P.A. 


The audit of union welfare funds by independent certified public accountants 
is assuming increasing significance in the light of recent public interest. 


This article 


deals comprehensively with the operations of employer- 


employee managed welfare funds, and with related auditing procedures. 


Employee-employer managed welfare 
plans operating under a trust agreement 
resulting from collective bargaining 
between a union and one or more em- 
ployers, have been brought to the pub- 
lic’s attention during the past few years 
due to various State and Federal in- 
vestigations of improper practices. As a 
result of these investigations, an Ethical 
Practices Code for Health and Welfare 
Plans was promulgated by the executive 
council of the AFL-CIO, certain States 
adopted regulatory laws and Federal 
legislation is pending. The effect of these 
regulations and their specific require- 
ments relative to accounting practices 
will be covered subsequently in this atti- 
cle. Embodied in each of these is the 
principle of full disclosure, with the re- 
quirement that the certified public ac- 
countant or licensed accountant prepare 
certain reports reflecting essential infor- 
the auditor must be 


mation. Hence, 





RAYMOND BucHBINDER, C.P.A., is a 
member of our Society's Committees on 
Employee Welfare Plans and Funds and 
on Institutional Accounting. He is a 
partner in the firm of Buchbinder, Stein 
& Co. Certified Public Accountants. 
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thoroughly acquainted with the applic- 
able provisions of the pertinent laws and 
regulations, including the Taft Hartley 
Act and such basic documents as the col- 
lective bargaining agreement and _ the 
trust agreement. He should also have 
an understanding of government-labor- 
management influences. It is only by 
having this background that the CPA 
can effectively proceed with the exami- 
nation of a welfare fund. 

The terms “plan” and “fund” can 
be understood when it is realized that 
the plan is the trust agreement itself, 
and the fund, which is created by the 
plan, means the money or other things 
of value which are under the control of, 
or in the custody of, the trustees for the 
administration and operation of the 
plan. 


The Collective Bargaining Agreement 


Welfare plans usually have their ori- 
gin in a collective bargaining agreement 
which normally provides that they be 
administered under a_ separate trust 
agreement. The life of a welfare plan 
is coexistent with the life of the collec- 
live bargaining agreement creating it. 
The bargaining agreement 
may or may not detail the types of bene- 


collective 
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fits to be provided, but it usually speci- 
fies the amount of contribution to be 
made by the employer. Contributions 
are not usually required from either 
the union or the employees. 

A sample type provision from a col- 
lective bargaining agreement follows: 


“The employer agrees to pay 
cents per hour, regular or overtime, 
worked by each worker to the XYZ 
Welfare Fund. Hours worked shall, for 
the purpose of this paragraph, include 
thanks hours for each day of paid holi- 
day, paid vacation and paid sick leave.” 


An agreement may provide in lieu 
of a specified sum per hour, for the 
employer to pay a flat percentage on 
each employee’s earnings or a specified 
amount per day per employee. It fur- 
ther provides for the frequency of pay- 
ment, reporting of the payroll and other 
necessary information for the proper ad- 
ministration of the plan, as well as for 
the examination by the plan of the em- 
ployer’s payroll and other pertinent 
records, 

A copy of this collective bargaining 
agreement should be an integral part 
of the auditor’s work papers. Although 
rules relative to the determination of 
coverage and reporting of payroll data 
by the employer may be detailed in this 
agreement, they are always contained 
in either the trust agreement or in the 
minutes of the trustees’ meetings. 


Government Interest In 
Adequate Reporting 


It was the “Labor Management Rela- 
tions Act of 1947,” commonly known 
as the Taft Hartley Act, which required 
the establishment of a trust for the op- 
erations of these plans. Section 302 of 
this Act, as amended, made it unlawful 
for any employer to pay any money 
or thing of value to the union or its 
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representatives, except the making of 
contributions to a jointly operated trust 
fund for welfare and other similar pur. 
poses. 

Under Section 302 (c) (5), the funds 
are to be held by a trust, jointly oper- 
ated by representatives of the employees 
and employers for the benefit of the 
employees, their families and depend. 
ents, for the purpose of paying for 
“. . . medical or hospital care, pensions 
on retirement or death of employees, 
compensation for injuries or illness re. 
sulting from occupational activity or 
insurance to provide any of the fore. 
going, or unemployment benefits or life 
insurance, disability and sickness in- 
surance, or accident insurance .. .” 
However, a separate trust must be 
created for funds paid in to provide 
pensions or annuities. 

The trust must further provide for 
the settling of deadlocks on the admin- 
istration of such fund, for annual audits 
with “a statement of the results” of the 
audit available for inspection. 

Although this Act provides for annual 
audits of the funds, it was not moli- 
vated towards correcting welfare fund 
abuses but “. . . to provide additional 
facilities for the mediation of labor dis- 
putes affecting commerce, to equalize 
legal responsibilities of labor organiza- 
tion and employers, and for other pur- 
poses.” However, because of the dis- 
closures of welfare fund abuses by the 
McClellan Committee, there is ample 
evidence that the next session of Con- 
gress will pass special regulatory legis- 
lation. 

Opinion of counsel for the plan 
should be obtained for assurance as to 
the conformity of the plan with the re- 
quirements of the Act. The plans which 
are subject to this Act are frequently 
referred to as “Taft Hartley Plans.” 

Several bills were presented at the 
last session of Congress proposing to 


February 

















pla 
tio! 
SE 
Bot 
SP, 
Dis 
the 
Pla 
rep 
unc 
mel 
qui 
erir 
file 
alte 
or 


A 
of 1 
ent 
com 
the 
that 
disc 
iten 
the 
cont 
amc 
furn 
cove 
liabi 
othe 
the : 
to W 
wha' 


T 
latio 
Trea 
plan 
Sect: 
Code 
gani 

Ne 
regu 
unde 
or S 
of N 
inten 


and | 
1958 








x of 
trust 
pur- 


unds 
)per- 
yees 
the 
end- 
for 
ions 
yees, 
S re 
or 
fore- 
- life 
in- 


” 
be 


vide 


for 
min- 
idits 
the 


nual 
noti- 
fund 
onal 

dis- 
alize 
\iza- 
pur- 

dis- 

the 
nple 
Con- 
21S: 


plan 
s to 
» Te 
hich 
ntly 


the 
x to 


uary 








Union Welfare Funds 


place welfare funds under the jurisdic- 
tion of the Labor Department! or the 


SEC.2 In the closing session of the 
85th Congress, First Session, Bill 


S 2888, “Welfare and Pension Plans 
Disclosure Act,” was reported out of 
the Committee on Labor and Welfare 
Plans. This bill places the registration, 
reporting and disclosure of these plans 
under the jurisdiction of the Depart- 
ment of Labor. All plans will be re- 
quired to register, and those plans cov- 
ering more than 100 employees must 
file an annual report within 120 days 
after the close of the fund’s calendar 
or fiscal year. 

All these bills require the issuance 
of reports, certified to by an independ- 
ent public accountant, based upon a 
comprehensive audit made on behalf of 
the beneficiaries, with the specification 
that certain designated items are to be 
disclosed. As listed in Bill S 2888, these 
items are: “the amount contributed by 
the employer or employers; the amount 
contributed by the employees; the 
amount of benefits paid or otherwise 
furnished; the number of employees 
covered; a detailed statement of assets, 
liabilities, receipts, disbursements, and 
other financial activities of the plan; 
the salaries and fees charged to the plan, 
to whom paid, in what amount, and for 
what purposes.” 

The present Federal reporting regu- 
lations consist of the annual filing of 
Treasury Department Form 990, if the 
plan qualified for exemption under 
Section 501 (a) of the Internal Revenue 
Code of 1954 and received exempt or- 
ganization status. 

New York was the first State to pass a 
regulatory bill placing all plans either 
under the Superintendent of Insurance 
or Superintendent of Banks.* The State 
of New York in 1954, under the Super- 
intendent of Insurance, made a survey 
and examination of welfare plans in the 
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State and reported its results to the leg- 
islature. It was found that in many of 
those plans which gave evidence of 
abuses, there were such deficiencies as 
improper record keeping, failure of 
trustees to attend meetings, and lack of 
periodic audits by certified public ac- 
countants.* 


California, Connecticut, Massachu- 
setts, Washington and Wisconsin have 
enacted legislation requiring registra- 
tion and filing of annual statements by 
funds. Duplicate filing for funds which 
operate in more than one State may be 
avoided by requesting a waiver of the 
filing requirements. 


Reporting Under New York State Law 


Each plan operating in New York 
must register within three months after 
commencing business in the State. A 
form “Registration Statement for Em- 
ployee Welfare Funds” is provided by 
either the Superintendent of Insurance 
or Superintendent of Banks, depending 
upon which agency has jurisdiction. 
Generally the Superintendent of Insur- 
ance has jurisdiction since the Banking 
Department is primarily concerned only 
with those plans having a corporate 
trustee (bank) which is subject to su- 
pervision by the Superintendent of 
Banks, or is a member of the Federal 
Reserve System. If the principal office 
of the employer is located outside the 
State, registration is required of the plan 
if at least 20 employees are employed 
in the State. 


Thereafter, annually within five 
months after the fiscal closing date, an 
annual statement of the fund, in dupli- 
cate, is to be filed. To facilitate the 
preparation of this statement, the audi- 
tor must be familiar with its contents 
and have the books set up so that the in- 
formation is readily obtainable. The in- 
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formation called for in the 19-page state- 
ment for 1956 is summarized as follows: 
liabilities and 

operations 


Statement of assets, unas- 
signed funds; summary of and 
unassigned fund account; exhibits reflecting 
analysis of interest, dividends and real estate 
net income; profits and losses on disposal of 
investments; increases and decreases by ad- 
justment in asset values of investments; sta- 
tistical data re: experience under insurance 
contracts with amount of commissions and 
allowances paid by the insurance company; 
benefits directly provided to members; gen- 
professional fees including 
salaries, allowances 
and travel of officers and trustees, and others 
who exceeded $5,000 per annum; schedules 
reflecting real estate owned with provision 
name of vendor, 
with all details re: 


eral expenses; 


names and_ addresses; 


received, cost, 


loans 


for income 
etc.; mortgage 


mortgage, interest and _ insurance; bonds 
owned including their cost, market value, 
book value, interest received and name of 


vendor of the securities; stocks owned _ in- 
cluding cost, market value, book value, divi- 
dends and vendor: cash in banks 
by depository and interest received. 


received 


An annual report is also filed within 
the same time limit. This report is a 
short summary of the annual statement 
and it is required that a copy of the 
report be sent to each employee member, 
contributing employer and participating 
labor organization. Publication in the 
union’s newspaper is authorized in lieu 
of the above requirement for mailing to 
employees.® 


Labor’s Interest 

Although the auditor is vitally con- 
cerned with the plan’s compliance with 
all Federal and State regulations, he 
must also be aware of the requirements 
and labor regarding the 
financial policing of such plans. 

The AFL-CIO in their first conven- 
tion held in New York on December 5, 
1955 immediately after their merger, 
adopted a statement of principles on 
the administration of health and welfare 
funds, to prevent abuses and thus pro- 
tect the beneficiaries thereunder. On 


desires of 
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January 31, 1957 the AFL-CIO execu. 
tive council approved “Ethical Practices 
Code IT” dealing with health and wel. 
fare funds.® This Code was based upon 
those principles adopted at the first con- 
vention. The CPA should have a knowl. 
edge of the Code’s provisions so that 
he will understand the character of the 
matters which call for appropriate re- 
port disclosure. 


In summary, the Ethical Practices 
Code IT states that: 
1. Officials who received full-time 


pay from their union should not receive 
fees or salaries from a welfare fund. 
2. Union officials, employees, their 
agents or representatives, should be en- 
tirely free of any compromising personal 
direct or indirect, with outside 
agencies such as insurance carriers, 
brokers, consultants and others doing 
business with the welfare plan. 


ties, 


3. Complete records of the financial 
operations of the fund shall be main- 
tained in accordance with the best ae- 
cepted accounting practice and the funds 
should be audited regularly by internal 
auditors, and annually or semi-annually 
by certified public accountants or other 
independent accountants of unques- 
tioned professional integrity, who should 
certify that the audits fully and compre- 
hensively show the financial condition of 
the fund and results of the operations 
of the fund. 


|. All audit reports should be avail: 
able to the membership of the union and 
the affected employees. 

5. There should be full 
and report to the beneficiaries at least 
once a year. This report is to include: 
a detailed statement of receipts and ex 
penses; all salaries and fees paid by the 
fund, to whom, and in what amount 
these funds were paid, and for whal 
service or purpose; a breakdown of in 
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surance premium payments, if a com- 
mercial insurance carrier is involved, 
showing the amount of claims paid, divi- 
dends, commissions, retentions and serv- 
ice charges, and to whom the carriers 
paid these commissions and charges. 


6. If the plan is to be insured, then 
the commercial carrier should be se- 
lected through competitive bids and the 
carrier who is finally selected should 
warrant that no fee or other remunera- 
tion has been paid, directly or indirectly, 
lo any representative of the parties in 
connection with the business of the fund. 


7. Funds should not be invested in 
the business of any contributing em- 
ployer, insurance carrier, or agency do- 
ing business with the fund, or in any 
enterprise in which any trustee, officer 
or employee of the fund has a personal 
financial interest of such a nature as to 
be affected by the fund’s investment or 
withdrawal of investment. 

8. Where unethical payments have 
been received by any trustee, whether 
employer or employee, or any employee 
of the welfare plan, the union should 
insist upon his removal and appropriate 
legal action taken against both the party 
receiving and the party making the pay- 
ment. 

9. There should be an adequate pro- 
cedure for an appeal to be taken by any 
beneficiary against the arbitrary or un- 
just denials of claims. Complete records 
of the claims experience must be main- 
tained. 

10. The duty of policing and enfore- 
ing these standards is to be shared by 
every union member, as well as by local, 
national and international officials. 


The Welfare Trust Agreement 


The Trust Agreement, otherwise re- 
ferred to as a Declaration of Trust, pro- 
vides for the management of the plan 
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by trustees, of whom an equal number 
are appointed by the union and by 
management. This agreement will con- 
tain provisions covering the following 
points: a restatement of purpose, con- 
tribution rate, eligibility for benefits, 
trustees’ authority and duties (which 
usually require the keeping of accurate 
books and records), provision for an 
audit by a CPA, employee-employer 
rights, termination, investment of funds, 
arbitration, and miscellaneous items. 

In addition to mention of administra- 
tive procedures, the general nature of 
acceptable expenditures is detailed in 
the trust agreement or in the minutes 
of the trustees’ meetings. The auditor 
refers to these to determine if the ex- 
penditures of the fund are being prop- 
erly disbursed. The responsibility for 
the operation of the plan and the in- 
terpretation of the provisions of the 
agreement rest solely with the trustees. 
At their meetings they designate the de- 
positories for the handling of the fund, 
authorize fidelity bond coverage, ap- 
point an administrator, retain counsel, 
engage a CPA firm to assist in the set- 
ting up of its system and to perform 
periodic audits, engage an actuary and 
medical consultant if the plan is self- 
insured, determine frequency of meet- 
ings, create or modify benefits and 
eligibility, establish rules and procedure, 
interpret the trust agreement where re- 
quired, set up an investment program 
for the reserve and surplus funds and 
determine if benefits are to be insured 
or self-insured. 


Emphasis on Adequate Disclosure 

It is evident, after referring to the 
Taft Hartley Act, the Ethical Practices 
Code of the AFL-CIO, the laws of the 
State of New York, the reporting forms 
required by the Superintendent of In- 
surance or Superintendent of Banks, and 
the proposed Federal law, that the em- 
phasis is on adequate disclosure. There 
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is a similarity in the various rules and 
regulations which are designed to elimi- 
nate abuses. The majority of these 
abuses were the result of employees or 
employers who did not deal with the 
funds at arms length. 

The auditor’s report enables the trus- 
tees to more readily understand the 
operations of the fund and determine if 
there are any abuses to be corrected. 
Therefore, additional schedules should 
be included to reflect the following: all 
trustees’ expenses; professional fees; 
traveling expenses; appraisal fees; ad- 
ministrator’s salary, fees and expenses; 
salaries of all employees and officers by 
name; schedule of investments with all 
details relative to the vendor; all pur- 
chases of fixed assets, whether or not 
they have been expensed, including 
names of vendors; all commissions and 
other fees paid with the names and ad- 
dresses of the recipients. 

If the above schedules do not disclose 
payments made to representatives of the 
union or any official or employee thereof 
and to any employers or their officials 
and employees, then a separate schedule 
should be included. 

The auditor should notify the trustees, 
by letter, if he uncovers any other trans- 
actions between the fund and the em- 
ployers or the union, or any of their 
representatives. 

If in the judgment of the auditor the 
detailed schedules do not in themselves 
provide full disclosure, pertinent textual 
report comments should be made. 

The Trustees seek the advice of the 
auditor and counsel for the plan regard- 
ing their accounting and legal responsi- 
bilities. The Trustees normally serve 
without pay and perform their duties 
as trustees in addition to their regular 
positions either with the labor union or 
with the employer. 

The Trustees can be surcharged for 
any improper actions which result in 
a diminution of the plan’s funds. Cer- 
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tain of the States’ laws which require 
registration have provisions for fines 
and dismissals. The auditor can thus 
render valuable assistance to the trustees 
to enable them to avoid liability and can 
also suggest the necessary procedures 


for the detection of violations. He can 
recommend that the trustees: obtain 
from the insurance carrier (selected 


through competitive bids if one is used 
to insure the plan’s benefits) a. state- 
ment relative to all fees and commis. 
sions, etc., and to whom paid, and state. 
ments from those individuals as to re- 
tention or disposition of the sums in 
question; approve all purchases of fixed 
assets and all other expenditures that are 
not part of the day-to-day administra- 
tive functions; approve the retention of 
any advisory or consultant personnel or 
firms who should outline in writing the 
services to be performed; require that 
all large expenditures for fixed assets, 
stationery and printing, etc., where prac- 
ticable, should be made only after com- 
petitive bidding; and approve all peri- 
odic payments, whether under leases or 
otherwise. If these payments are made 
to a closely held corporation, a. state- 
ment listing its officers and_ principal 
stockholders should be obtained from 
that company. An examination of the 
fund’s transactions enables the auditor 
to recommend other safeguards so that 
full disclosure is made to the trustees. 
Disclosures to the trustees not only 
serve to reveal abuses or to heighten 
understanding of the plan’s operation, 
but also may possibly suggest to the 
trustees that their intent or the require- 
ments of the trust are not being carried 
out. The trustees rely on the auditor, in 
areas of financial operations and ad- 
ministrative procedures, for advice as to 
whether the administrator is properly 
carrying out their policy. There may 
be occasion where discretion was exer- 
cised by the administrator in the pay: 
ment of beneficiaries’ claims in viola 
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tion of the rules. In such instances, the 
action must be referred to the trustees. 
Where interpretations of the trust agree- 
ment or the minutes relating thereto are 
involved, the auditor should request a 
legal opinion from counsel for the plan. 
The CPA should attend all trustees’ 
meetings to acquire a first-hand familiar- 
ity with the intent of the trustees and 
to be available for consultation on ac- 
counting matters. 


Relationship With Insurance Carrier 
Plans which insure all or a part of 
their benefits, enter into a contract with 
an insurance carrier to provide for 
those benefits for a specified time, 
usually a year. The terms, conditions, 
rules and regulations for the insured 
benefits to be paid are incorporated in 
the insurance contract. These should be 
in conformity wiih the trust agreement 
or the minutes of the trustees’ meetings. 
In order to safeguard the fund, 
carriers should be selected through com- 
petitive bidding by reliable companies. 
All bids should be submitted by a 
carrier on their stationery over the sig- 
nature of a home office official. This 
tends to eliminate collusion by a broker 
in securing friendly bids favoring a 
particular insurance company. To de- 
termine the reliability of a carrier, ref- 
erence can be made to Best’s Insurance 
Reports.’ The plan’s office should have 
on file a statement from the carrier se- 
lected showing the amount of any fees, 
commissions or other allowances, and 
to whom these payments were made. 
The misappropriation of these pay- 
ments was one of the abuses disclosed 
by the investigating agencies. In view 
of this fact, the plan should request a 
statement from each recipient of these 
fees, commissions or allowances to de- 
termine if he paid any of these monies 
or other thing of value to any person, 
directly or indirectly, connected with the 
plan. The auditor should review these 
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statements to ascertain if there are arty 
items requiring disclosure. 

It does not necessarily follow that the 
company making the lowest bid will 
also, at the end of the policy year, have 
the lowest net premium cost (total pre- 
mium less dividend) to the plan. This 
net premium is contingent upon the 
profit or retention of the carrier on this 
contract, as the amount of profit or re- 
tention determines the amount of divi- 
dend. Therefore, at the end of each 
policy year, which should coincide with 
the fund’s fiscal year, the auditor should 
have the plan request a complete state- 
ment from the insurance carrier, ana- 
lyzed by each benefit covered, showing 
the total amount of premiums received, 
the benefit claims experience, dividends 
and experience rating, refunds, com- 
missions, fees or other allowances paid, 
administration expenses charged, taxes 
and retentions. The plan’s representa- 
tive, the auditor and the carrier should 
review the figures contained in the 
statement so that it can be determined 
if the carrier’s charges or retentions are 
excessive. The information contained 
in the carrier’s statement should be 
made part of the auditor’s annual re- 
port. 

Dividends are made known at the end 
of a policy year and if this year differs 
from the fund’s fiscal year, the state- 
ment of receipts and expenditures on 
the auditor’s annual report will not re- 
flect the net premium cost for the 
period under review. When the fund’s 
fiscal year and the carrier’s policy year 
are not the same, the trustees may re- 
quest the carrier to change the anni- 
versary date of the policy so that it will 
conform with the fund’s fiscal year. 
The inclusion in the report of the divi- 
dend as a receivable, or as a comment, 
will depend upon whether the accrual 
basis or cash basis is used. 

The carrier usually allows the fund 
to do all administrative work in con- 
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junction with the presentation of the 
claims, such as obtaining of ciaim ap- 
plication and the necessary proof to 
substantiate it. 

Any communication or payments re- 
garding the insurance policy should be 
made directly to the carrier with a 
notification to the broker. 


Contributions From Employers 


In sending their contributions to the 
fund, employers report detailed infor- 
mation relative to the identity of each 
employee covered and the calculation 
of the amount of contributions applic- 
able to him. This information is posted 
to an employers contribution ledger 
which is a subsidiary record for the 
recording of these periodic contribu- 
tions. The contribution ledger con- 
tains date of receipt, period covered, 
amounts contributed, total hours, days 
or other contribution basis on which 
the amount is calculated. Other infor- 
mation relative to contributions which 
may be of importance to the particu- 
lar fund is also included. By reviewing 
this ledger which reflects the payroll 
periods reported by the employers, it 
can be determined if any periods are 
not accounted for. To verify the mathe- 
matical accuracy of the employers con- 
tribution report, the auditor should 
multiply the contribution rate by the 
total of days worked, hours worked or 
total payroll, since the agreed upon 
contribution rate is usually the same 
for all employees covered by the plan. 

A schedule of the total contribution 
from each employer for the period 
under review, which is to be included 
in the auditor’s report, is obtained from 
this employer contribution ledger. 

Periodically, confirmations should be 
sent to each contributor. On this con- 
firmation, it is advisable for the auditor 
to insert the details of the individual 
contributions received so that the con- 
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tributor can readily check this to his 
records. A photostat or other repro- 
duced copy of the employers coniribu- 
tion ledger card can be attached to the 
request. It must be remembered that 
this confirmation only confirms the con- 
tribution sent to the fund and does not 
provide assurance that the amounts paid 
were properly computed in accordance 
with the trust agreement. Since the 
contributor is obligated to pay under 
the terms of this agreement certain 
monies representing so much per man 
per day, so much per hour worked or 
on any other agreed basis, the auditor 
must make an independent check to 
determine if the employers are paying 
the full amount of contribution required 
of them. This can be accomplished by 
a visit to the employer’s premises to 
examine his payroll records. Another 
procedure would be to have the shop 
stewards of the union, who work on the 
employer’s premises, periodically send 
spot-check reports to the plan listing 
the employees’ names and number of 
days or hours worked. If this is not 
feasible, the shop stewards could send 
a weekly additions and deletions report 
reflecting employees added to or re- 
moved from the payroll. This report is 
compared to the employer’s report to 
verify personnel changes. In addition, 
the application which the employee sub- 
mits for benefits and which contains 
current employment data, may be used 
as supplementary evidence for substanti- 
ating employers’ contributions. 

A confirmation should be sent to the 
union requesting a list of new com- 
panies which had become parties to the 
trust agreemer.t during the period under 
review. This enables the auditor to 
maintain an up-to-date schedule, in his 
permanent file, of the employers who 
are parties to the plan, and may be used 
to account for all of the contributing 
employers. Also, it is compared with 
the employers’ reports from the new 
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companies to determine if the starting 
date of their contributions corresponds 
with the dates they joined the plan. 
The plan should have on file a 
signed trust agreement for each of the 
contributors. A discussion with the 
plan’s counsel will assist in clarifying 
any question concerning the liability of 
the employers under the trust agree- 


ment. 


Investments 

A schedule of all investments should 
be included in the auditor’s report and 
should reflect the following: for bonds 
—name and description, interest rate, 
maturity date, cost, principal amount, 
book value at amortized cost, market 
value, interest payment dates; for 
stocks—name and description, number 
of shares, cost and market value. 

If the portfolio of investments is held 
by the plan, a physical count must be 
made. If the portfolio is held by a 
custodian, direct confirmation must be 
obtained. 

The CPA should consult with counsel 
to determine that the Trustees are in- 
vesting the funds in accordance with the 
expressed or implied provisions of the 
trust agreement and that they are com- 
plying with State laws. 

Investment income, resulting from 
the investment of the plan’s reserve or 
surplus funds, should be checked in 
detail to the plan’s portfolio to deter- 
mine if all the income from securities 
has been received during the period 
under review. Published services for 
dividends and stock rights should be 
referred to. 

High-grade, long-term 
chased at a premium or discount, should 
be carried on the books at amortized 
cost. 


bonds _ pur- 


Premium Payments 
Premium payments to the insurance 
carrier are usually made on a monthly 
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basis, payable in advance. This pay- 
ment should be checked to the policy 
to determine if the correct rate was 
used. Further, the auditor should check 
to see that the payment covers the 
correct number of eligibles. To ac- 
complish this, reference must be made 
to the eligibility rules and to the indi- 
vidual employees eligibility record. 
(Employees eligibility records are dis- 
cussed under “Benefit Claims.”) Since 
the number of eligibles vary within the 
premium payment period, separate cal- 
culations should be made for subse- 
quent periods. 

Underpayments, because of improper 
record keeping regarding eligibility, 
create a potential liability of the fund 
to the carrier, and, conversely, over- 
payments represent an excessive cost 
which, if discovered, is recoverable. 

Direct confirmation of the premium 
payments to the carrier is unnecessary 
since this payment can be checked to 
the carrier’s statement issued at the end 
of the policy year. 


Benefit Claims 

Benefits provided by welfare plans 
usually cover payments for death, hospi- 
talization, medical, surgical, disability, 
maternity and unemployment for em- 
ployees and their dependents. These 
benefits, if insured, are paid by the 
carrier, and if self-insured, are paid 
from the plan’s funds. 

Coverage for New York State disabil- 
ity benefits, which is required by em- 
ployers under the laws of the State of 
New York, may be provided by the 
plan after qualifying as a “covered em- 
ployer.”$ The plan must qualify with the 
Workmen’s Compensation Board by fil- 
ing Form DB 801, and the employers 
file Form DB 802, requesting that the 
Board accept the plan as the employer’s 
plan. After the plan is qualified and 
designated as a covered employer, the 
employers are relieved from providing 
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coverage for that group of his employ- 
ees who are covered by the plan. 

It is to be noted that the payment of 
pension benefits by a welfare plan is 
prohibited under the Taft Hartley Act 
unless a separate trust is created for 
pension payments. Also, the Internal 
Revenue Service will not grant an ex- 
emption to the plan if both pension and 
welfare payments are paid by the same 
plan. . 

When an employee is entitled to re- 
ceive benefits, he fills out the appropriate 
benefit claims application form, which 
are standard forms of the plan. These 
forms request certain basic information, 
such as, name, address, social security 
number, employment number, date of 
birth, marital status, last employer 
worked for, type of claim, length of 
employment, name and age of depend- 
ents and other data to support claim. 
This form can provide for any other 
additional information which the plan 
needs to determine if the eligibility re- 
quirements for a particular benefit have 
been met. 

A claim folder is made out for each 
application received. A claim is given 
a numerical number and coded accord- 
ing to type of claim. This claim folder, 
which is a permanent file, should con- 
tain the application of the claimant and 
other supporting documents. The death 
claim folder should contain a copy of 
the death certificate, a copy of the bene- 
ficiary designation, the calculation show- 
ing the eligibility of the claimant at the 
time of death, and letters of administra- 
tion where no beneficiary had been des- 
ignated. If the beneficiary is the wife, 
a marriage certificate may be required 
for the purpose of identification. 

The other claim folders (hospital, 
medical, surgical, etc.) should contain 
the application with the pertinent in- 
formation thereon, the calculation show- 
ing that the eligibility was checked and 
the necessary invoices to support the 


104 


cost of the claim or the amouuts of 
money to be paid. These invoices are 
those from the doctor, the hospital, or 
from anyone who rendered services 
which are reimbursable. If the claim 
folder reveals that there is a question- 
able payment, then a letter, incorporat- 
ing all such items, should be written to 
the trustees for their action. The trus. 
tees are thus alerted to a departure from 
normal practice. 

To facilitate the processing of benefit 
claims, it is essential that two basic rec- 
ords be established—an employee eligi- 
bility card and a record of benefits paid. 
The detailed employment information 
contained in the report received from 
the employers is posted to the eligibility 
card maintained for each employee. A 
record of previous claims paid can also 
be incorporated on the employee eligi- 
bility card so that when a new claim is 
received, a check of this record card 
will indicate if previous benefits have 
been paid. The individual’s claim folder 
can then be examined to determine if 
his benefits have been exhausted. 

The record of benefits paid is merely 
a detailed breakdown of all benefits paid 
by the fund or insurance carrier and 
provides the total dollar amount of each 
type of benefit and the total number of 
claims paid. It may be a separate sub- 
sidiary record or, in the case of self- 
insured plans, can be a part of the 
general ledger. 

The reports required to be filed with 
the New York State Insurance and Bank- 
ing Departments also require a detailed 
breakdown of benefits paid. 

Under self-insured plans, consultations 
should be held with the actuaries to 
determine if additional information is 
required on the employee eligibility card 
and the record of benefits paid to facili- 
tate the actuarial study. 

If the plan is paying a benefit, based 
on a temporary or permanent disability, 
this benefit is usually contingent upon 
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the fact that the claimant is not em- 
ployed. Therefore, a test of the reporting 
forms or payrolls received from the em- 
ployers, will reveal if any disability 
claimants appear thereon. Beneficiaries 
receiving total and permanent disability 
payments should be prepared to submit, 
at regular intervals, a medical report 
verifying that they are still disabled and 
a statement showing the source and re- 
ceipt of earned income, if any. 

Surgical benefits are paid in accord- 
ance with a schedule which lists the 
maximum fees payable for numerous 
types of operations. It may occur that 
the surgeon’s description of the services 
rendered is not similar in terminology 
to that appearing on the surgical sched- 
ule and, therefore, the amount of fee to 
be paid cannot be determined. Further 
inquiry must be made of the plan’s 
medical consultant for the determination 
of the proper fee consistent with this 
schedule. 

Although under an insured plan, the 
carrier checks all claims and is responsi- 
ble for payment of these claims, it is 
a fallacy to assume that the auditor does 
not have to concern himself with testing 
them. Instances can arise where the in- 
surance carrier may approve certain 
claims on the basis of too liberal an 
interpretation of the rules, or may un- 
duly limit their payments. This is an- 
other type of situation which should be 
reported to the trustees as it is their 
responsibility to make the interpreta- 
tions which should be placed upon the 
rules and regulations. When the carrier 
improperly makes payments based on a 
liberal interpretation, each and every 
claim paid adversely affects the divi- 
dends and could affect the current year’s 
budget for insurance cost. When claims 
exceed the premiums, an increase in the 
future years’ costs can be expected. 

Under a self-insured plan, the check- 
ing of the benefit claims performed 
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should be more extensive than the check 
performed for an insured plan since, in 
the latter case, the auditor places some 
reliance on the carrier who checks all 
claims paid. When self-insured plans 
operate on a cash basis, it is important 
for the auditor to take off a schedule 
of death benefits pending, to see if there 
is an unusually high liability for out- 
standing benefit claims which necessi- 
tates a comment either in the report or 
on the schedule of benefits. For the 
other pending benefits, a schedule may 
not be required since these claims are 
normally processed within a_ shorter 
time than death benefit claims. On the 
accrual basis, the liability for all out- 
standing claims would be included on 
the auditor’s report. 


Other Expenditures 

When auditing expenditures, careful 
scrutiny is essential to determine the 
transactions which require specific dis- 
closure in either the auditor’s report or 
in any report to a Federal or State 
agency. 

A plan can acquire fixed assets for 
the purpose of providing benefits, sup- 
plementing existing benefits and for 
administrative purposes. A medical or 
recreation center is an example of the 
acquisition of fixed assets to provide 
benefits. 

Fixed asset expenditures are written 
off to expense when acquired, with off- 
setting credit to a reserve account. Al- 
though this expenditure is of a capital 
nature and has continuing value, the 
inflation of the fund balance by its capi- 
talization, can be misleading. The trus- 
tees look to the availability of the fund 
balance before they decide on a new 
benefit or the extension of an existing 
one. The financial reports issued by a 
fund are not used for credit purposes. 
However, to retain suitable accountabil- 
ity, the plan’s records should reflect in 
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a fixed assets ledger a complete listing 
of the acquisitions at cost, with the total 
agreeing with the controlling fixed asset 
and related reserve accounts. A schedule 
listing the owned fixed assets should be 
included in the auditor’s report. 

Expenditures are classified into three 
groups — benefits, administrative, and 
others. Under the expenditures for bene- 
fits are included insurance premiums 
paid for insured benefits, benefits paid 
directly by the fund if self-insured, and 
the write-off of fixed assets acquired to 
provide or supplement benefits. The ad- 
ministrative expenditures are the office 
operating expenses, the expenses for 
leasehold improvements and the write- 
off of all office furniture and fixtures. 
The other expenditures include trus- 
tees’ meetings expenses, legal, account- 
ing and actuarial fees, and other items 
similar thereto. 


Reserves 

Self-insured plans should set up “re- 
serves for contingencies” and “reserves 
for outstanding benefit claims.” The 
responsibility for the amount of these 
reserves is not one for the auditor, but 
for the actuary. The self-insured plan 
should employ an actuary for the pur- 
pose of examining the actuarial sound- 
ness of the fund. He computes the con- 
tingency reserve for each of the benefits. 
The auditor’s report should show the 
total of the individual contingency re- 
serves for each of the benefits under the 
heading “Reserve for Contingencies.” 

The “reserve for outstanding benefit 
claims” covers the liability for unfiled 
claims which will be applicable to the 
period under review. These are not to 
be confused with the accruals for the 
claims on hand but unpaid. Under a 
cash basis method of reporting, these 
accruals need not be set up. 

The actuary’s report also indicates the 
amounts of money it estimated would 
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be paid, during the ensuing yeor, for 
each benefit provided under the j lan, 
The adjustment to the reserves is usu- 
ally made on an annual basis alier the 
actuarial review. However, if during 
the year the claims paid exceed the 
amount estimated for that year, then a 
charge may be made to the “reserve for 
contingencies” for the excess payments, 
The auditor's comments should state 
that these reserves were set up in accord- 
ance with the actuary’s repori. The 
auditor’s report should likewise contain 
a statement of changes in reserve bal- 


ances, 


Taxes 


After a welfare plan has been operat- 
ing for one year, it may apply for 
exemption from taxes under Sec. 501 
(a) of the Internal Revenue Code of 
1954, by filing Form 1026. This type 
of organization is referred to in See. 
501 (ce) (9) and will receive an exemp- 
tion provided it meets the requirements 
set forth therein, namely, that “(A) no 
part of their net earnings inures (other 
than through such payments), to the 
benefit of any private shareholder or 
individual, and (B) 85 per cent or more 
of the income consists of amounts col- 
lected from members and amounts con- 
tributed to the association by the em- 
ployer of the members for the sole pur- 
pose of making such payments and 
meeting expenses.” 

After the organization receives its 
exemption, Form 990 is filed annually.’ 
The date for filing the annual return is 
on or before the fifteenth day of the 
fifth full calendar month following the 
close of the period for which the return 
is required to be filed. Annual informa- 
tion return 990 may not be filed until 
the trust has received its exemption. 
However, if the exemption is not 
granted prior to the due date for filing 
the first return, an extension for filing 
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may be applied for.1° If this is not 
done, or if the exemption is not granted, 
a trust return must be filed. 

The various states imposing income 
taxes usually exempt those trusts which 
have received an exemption from the 
Internal Revenue Service. If an exten- 
sion has been applied for from the 
Service, a similar application is made 
to the State. 

The contributions to the trust by the 
employers are deductible as an ordinary 
and necessary business expense in ac- 
cordance with Section 162A of the In- 
ternal Revenue Code.” 

The employer contributions do not 
constitute gross income to the employee 
on whose behalf he is paying,!? nor does 
the amount that the employee receives 
in benefits constitute taxable income to 
him.!8 


The Auditor’s Report 

It is advisable that the auditor’s re- 
port be prepared on a cash basis. The 
trustees prefer this basis as it enables 
them to discern the cash flow more 
readily and to determine the liquid 
funds available for future expenditures. 
The cash basis can properly reflect the 
condition of a welfare fund; if the total 
of contributions which are received cur- 
rently, exceed the total of the cost of 
benefits, administrative expenses and 
reserve requirements, then there will be 
sufficient cash available to pay all bills 
upon receipt. Consequently, the unpaid 
liabilities at the end of the accounting 
period would not be of a material 
amount. This basis also lends itself to 
the preparation of the annual statement 
required by the State of New York. Of 
course, if the above conditions do not 
exist, the accrual basis may be used. 

As a result of the publicity regarding 
improper practices in the handling of 
certain welfare trust funds, a great deal 
of reliance will be placed upon the audi- 
tor’s report. Therefore, in expressing 
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an opinion, the auditor should be 
guided by Statement on Auditing Pro- 
cedure No. 28 which deals with the ap- 
plicability of reporting standards in 
special circumstances such as those of 
non-profit or service organizations. This 
bulletin also suggests the form of opin- 
ion the auditor should use for cash basis 
reporting on this type of organization, 
as follows: 

“In our opinion, the accompanying §state- 
ments present fairly the assets and liabilities 
of the XYZ Company, at December 31,19  , 
arising from cash transactions, and the reve- 
nues collected and expenses disbursed by it 
(and changes in proprietary interest, fund 
balances, etc., where reflected in cash basis 
statements) during the year then ended, on 
a basis consistent with that of the preceding 
year. 

Unless an opinion can be expressed, 
careful consideration should be given 
concerning the releasing of the report, 
even with a disclaimer, on the auditor’s 
stationery, because many employees 
may not understand the significance of 
a disclaimer and may not recognize the 
report's limitations. 

The long-form report is preferred be- 
cause the trustees, employers, union and 
the employees, require an _ intimate 
knowledge of the plan’s financial affairs. 
The long-form report comments are of 
the explanatory type and should begin 
with a short summary of how the plan 
was established, the date, who the signa- 
tories are, and the terms. A sample 
opening for these comments would be 
“ aeeeeeees Welfare Plan, which pro- 
vides for the establishment of the 
........+ Fund, was established under 
the provisions of an agreement and 
declaration of trust made as of ...... 
6asnsdcdsena Me pesaeane 
Union and the signatory employers. 
Under the terms of the agreement, the 
welfare plan was to continue for ..... 
ee 
be extended from that time.” If the 
plan has been extended then a para- 
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graph should be added stating that 
under the collective bargaining agree- 
ment entered into on 
between the union and its signatory 
employers, the plan was extended to 


eh ee oe eee 


Thereafter, there will follow, under 
a series of sub-headings, explanatory 
comments which describe the various 
financial statement items and the fund 
operations related thereto. Erequent 
reference has been made in this article 
to those significant matters which re- 
quire comment. 

In addition to the basic financial 
statements (balance sheet, frequently 
termed “Composition of Fund” in wel- 
fare fund accounting; statement of re- 
ceipts and expenditures; and statement 
of changes in fund balances), the fol- 
lowing is illustrative of the type of sup- 
porting schedules which may appro- 
priately be included in the report: 

Benefits Paid (if self insured) 

Insurance Carriers Experience (if in- 
sured; list, by type of benefit, premium 
paid, claims paid, expenses charged, 
dividends, carriers’ retention, etc.) 

Administrator’s Office Expenses 

Salaries (list names, job classifica- 
tion and amounts) 

Trustees’ Meetings 
names and amounts) 

Professional Fees (list names and 
amounts) 

Travel 
amounts) 

Investments 

Fixed Assets (cumulative, with desig- 
nation of current acquisitions) 

Contributions by Employers (list 
names of employers and the amounts 
contributed during the period) 

The inclusion in the report of the 
schedule of salaries of the plan’s em- 
ployees showing their names, job classi- 
fication and amount received should be 
discussed with the trustees and the ad- 
ministrator, as this inclusion may create 
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Expenses (list 


Expenses (list names and 


personnel problems. This schedule may 
be eliminated if the divulgence of this 
information operates only to the plan’s 
disadvantage and there are no excessive 
salaries or other unusual circumstances 
which require disclosure. 

After the completion of the annual 
report, the auditor should recommend 
to the trustees that it be printed for 
mailing to the contributing employers 
and to the beneficiaries, if practicable. 
If there are large numbers of bene. 
ficiaries who cannot be reached by di- 
rect mail, or the cost of reaching them 
would be prohibitive, the trustees may 
request the union to publish the audi- 
tor’s report in their periodical. If a 
condensed version is used because of 
space limitation and the auditor’s cer- 
tificate or name is mentioned, he should 
reserve the right to approve the presen- 
tation. 
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Revenue Rulings of 1957 


Affecting Individuals 


By SamueL A. Dyckan, C.P.A. 


The number of rulings published in 
1957 interpreting the provisions of the 
1954 Code exceed by far the rulings 
released by the Internal Revenue Serv- 
ice for the prior year. In order to pre- 
sent a workable analysis of the rulings, 
and, to permit further study of the tax 
points involved, they have been sum- 
marized and grouped by subject matter. 
This article deals with those rulings 
which basically affect individuals al- 
though many of the principles are 


equally applicable to other taxable 
entities. 

Contributions 

Contributions made to a_ fraternal 


club to help defray sickness or burial 
expenses of a deceased member are con- 
sidered contributions to individuals 
and are not deductible. (57-188). Siini- 
larly, payments to a State Hospital to 
reimburse the State for the care of a 
patient do not constitute deductible 
contributions or gifts to or for the use 
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of a State for exclusively public pur- 
poses. (57-211). However, contribu- 
tions to committees organized to carry 
out the “People to People Program” 
(set up under the Federal Information 
and Educational Exchange Act to foster 
mutual understanding between peoples 
of all countries), and out-of-pocket ex- 
penses incurred by individuals in form- 
ing and rendering volunteer services to 
such committees, constitute allowable 
deductions as contributions made to or 
for the use of the U. S. (57-38). Also, 
amounts contributed to the U. S. Com- 
missioner of the 1958 Brussels World’s 
Fair are considered gifts to or for the 
use of the U. S. for exclusive public 
purposes. (57-419). Values attributable 
to land which, in connection with the 
taxpayer's sale of lots, was required to 
be released to a county for the widen- 
ing of a road, cannot be deducted as a 
charitable contribution but must be 
added to the cost basis of the remaining 
property. (57-488). 

Where the owner of a work of art 
makes a gift of a future interest in the 
work, reserving the right to its use and 
enjoyment during his lifetime, a chari- 
table deduction for the present value of 
the remainder interest will be allowed. 
The owner may also make a gift of a 
portion of an undivided present interest 
in an art object, in which case the fair 
market value of such interest will be 
allowed as the deduction. (57-293). A 
charitable contribution deduction is al- 


109 








lowed for the present market value of 
a gift to a State of an undivided present 
interest of one-fourth of a residence to 
be used as a Governor’s Mansion. (57- 
511). Should an individual contribute 
“Section 306” stock to an exempt 
foundation, no income will be recog- 
nized on the transaction, while a deduc- 
tion will be permitted for the full fair 
market value of the property. (57-328). 

The board of directors of a coypora- 
tion may authorize a contribution dur- 
ing a taxable year, and if the contribu- 
tion is paid after the close of the year, 
but on or before two and _ one-half 
months following such close, the corpo- 
ration may elect to treat all or a por- 
tion of the amount as paid during the 
year. (57-228). Traveling expenses in- 
curred in connection with the perform- 
ance of official duties as an uncom- 
pensated officer and member of a vet- 
erans organization are deductible. (57- 
327). Also deductible are lump-sum 
contributions to an agent appointed by 
a group of exempt national health 
organizations engaged in a joint cam- 
paign for soliciting donations. (57- 
487). But the value of newspaper space 
donated by a newspaper to a charitable 
organization does not qualify as a con- 
tribution since the newspaper is not 
donating property but is merely render- 
ing a service. (57-462). Neither is a 
deduction allowed for contributions to 
an individual to finance the publication 
and free distribution of a church direc- 
tory to local hotels, motels, and tourist 
homes, because the donee is not in the 
classification of a corporation, trust, or 
foundation. (57-525). 


Exempt Organizations 

To secure tax exemption it is not 
sufficient that the profits inure to a pub- 
lic body but the organization itself must 
operate for charitable or similar pur- 


poses. (57-52). Where a corporation 


was organized to build a stadivm for a 
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school district with no profit io the 
stockholders, it is held exempt as an 
organization operated exclusively {or the 
promotion of social welfare. (57-493), 
Even though an organization may be 
tax exempt as a medical and scientific 
research foundation. it will be taxed on 
income from the operation of a medical 
illustration department and _ electroen- 
cephalographic clinic conducted in a 
commercial manner, should the income 
from such operations be  dispropor- 
tionate when compared with the size 
and extent of the exempt activities. (57- 
313). A tax-exempt agricultural organi- 
zation will also be held subject to tax on 
the income resulting from resale of 
supplies and equipment to its members, 
(57-466). 

The fact that an organization oper- 
ates on a non-profit basis is not the sole 
criterion for granting tax exemption. 
Tax-exempt status as a business league 
has been denied a non-profit organiza- 
tion which publishes the works of its 
members in anthologies and also makes 
contractual arrangements for radio and 
television programs based on _ such 
works. (57-453). Also, a home for aged 
people, run on a non-profit basis.” which 
does not accept charity guests and 
which requires the discharge of guests 
fail to make certain required 
monthly payments is held not entitled 
to tax exemption as an organization op- 
erated exclusively for charitable pur- 
(57-467). On the other hand. 
the Service holds a non-profit organiza- 
tion maintaining a two-way radio sys- 
tem for its members on a mutual cost- 
sharing basis, exempt under Section 
501 (ce) (12) as being “like” a mutual 
or cooperative telephone company, pro- 
vided 85 per cent or more of its income 
is derived from members for the sole 
purpose of meeting losses and expenses. 
(57-429). It also holds a corporation 
organized for the purpose of rehabilitat- 
ing unemployed persons over a stated 
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age through public education, entitled 
to tax exemption as an organization op- 
erated exclusively for the promotion of 
social welfare. (57-297). But, should 
a voluntary employees’ beneficiary as- 
sociation fail to qualify for exemption 
under Section 501 (c) (9) because 85 
per cent of its income does not consist 
of amounts collected from members or 
of contributions by the employer, it 
cannot then qualify for exemption as 
a social welfare organization under Sec- 


tion 501 (c) (4). (57-494). 


Prizes, Scholarships and Awards 


An award by a charitable foundation 
to a distinguished teacher is nontaxable 
where made solely in recognition of past 
educational achievements. (57-19). 
However, should the award be made as 
a supplement to the faculty member’s 
salary, the award would be taxable to 
the recipient even though paid from 
funds specifically donated to the edu- 
cational institute for that purpose. (57- 
160). An individual may, of course, 
avoid tax on a prize or award by refus- 
ing to accept it. (57-374). 

The Service now concedes that Gug- 
genheim and similar grants were non- 
taxable under the 1939 Code. (57-286). 
The portion of a fellowship grant for 
the academic year 1953-54 received in 
1953 as a part of a Rockefeller Public 
Service Award in recognition of out- 
standing service by a civilian govern- 
mental employee constitutes an exclud- 
able gift under the 1939 Code. That 
portion of the award received in 1954 
is subject to the exclusion limitations 
of $300 a month for a maximum of 36 
months. (57-50). 

Stipends received by interns and 
resident doctors performing services at 
a medical training hospital are com- 
pensation and not scholarships. (57- 
386). Similarly, amounts received from 
a hospital by a student enrolled as a 
1958 


candidate for a master’s degree in hospi- 
tal administration who is required to 
serve as an “administrative resident” 
are not exempt. (57-385). But awards 
received by degree students and others 
taking advanced courses of training for 
professional nurses at certain universi- 
ties under the Public Service program 
are considered scholarship or fellowship 
grants. (57-370). Should a nonresident 
alien be granted allowances by an ex- 
empt foundation for the purpose of aid- 
ing him in the pursuit of study or re- 
search in the U. S. as an exchange fel- 
low, the allowances are excludable from 
gross income subject to the scholarship 
and fellowship grant limitations. (57- 
131). All amounts received by students 
of a theological seminary from a parish 
during the year they are required to 
serve as part-time or assistant pastors 
of the parish, constitute compensation 
and cannot be treated as scholarship 


or fellowship grants. (57-522). 


What is Income? 

Repayment by a tax consultant to a 
taxpayer of an overpayment of tax as 
recompense for an error made in the 
preparation of his return is nontaxable. 
Any recovery of the consultant’s fee or 
of interest on the overpayment would 
be taxable. (57-47). Members of a re- 
serve receiving lump-sum 
“readjustment payments” must include 
such sum as taxable compensation. (57- 
161). Strike benefit payments paid by 
a labor union as a result of a strike, 
constitute income to the recipients even 
though distributed on the basis of need. 
and regardless of whether the recipients 
are union members. (57-1). However, 
blind persons would not be taxable on 
welfare benefits received under state 
law. (57-102). Interest on dividends 
accumulated by the Veterans’ Admini- 
stration on a converted U. S. Govern- 
ment life insurance policy, or on a Na- 
tional Service life insurance policy, is 
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not a tax-exempt veteran’s benefit, and 
is subject to tax. (57-441). 

Where an individual received a spe- 
cific bequest which the will stipulated 
was to include all compensation for her 
services as executrix, and the right to 
the sum was not contingent upon her 
performing any duties, the bequest is 
not to be treated as taxable compensa- 
tion. (57-398). 

The mere designation by a state of a 
portion of the compensation paid police 
officers as a “subsistence allowance” will 
not serve to exclude such amount from 
income within the meaning of Code Sec- 
tion 120 since the statutory allowance 
must be authorized for meals and other 
incidental expenses in connection with 
a police officer’s duties. (57-46). A 
sanitation or building inspector cannot 
be considered a police official for pur- 
poses of this subsistence allowance ex- 
clusion. (57-309). 

Voluntary pro-rata payments by 
shareholders to their corporation may 
represent contributions to capital. How- 
ever, that portion of annual membership 
dues received by a taxable organization 
which is allocated to a special reserve 
fund to pay interest and principal on 
a mortgage, cannet be excluded from 
the corporate gross income since the 
payment of dues is not a voluntary con- 
tribution. (57-375). Should a corpora- 
tion distribute agricultural products as 
a dividend in kind, the excess of the 
fair market value of the products over 
their cost is not includible in the cor- 
poration’s gross income although an 
adjustment must be made effecting the 
removal of the assets from opening in- 
ventory and subsequent cost records. 
(57-490). A reserve for bad debts 
which had accumulated by additions for 
which a corporation derived full tax 
benefits in prior years, constitutes or- 
dinary income to the corporation in the 
year it completely liquidates. (57-482). 
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Head of Household 


The “right to exercise family con- 
trol” test is not applicable for head of 
household. Thus, where an individual 
contributed more than half the cost of 
maintaining the household where he 
and his father, stepmother, half-brother 
and half-sister reside, and only the half. 
brother and half-sister qualify as de. 
pendents, he is entitled to compute his 
tax as a head of household. (57-415), 
But a taxpayer who maintains his 
mother in a home for elderly women 
is denied the status because he is not 
“maintaining a household” for her, 


(57-307). 


Dependents 

A trainee-employee attending classes 
at an educational institute owned and 
operated by a large industrial corpo- 
ration and various associated employ- 
ers, having a permanent faculty, a 
regularly organized body of student- 
employees in attendance, and offering 
credits recognized by and transferable 
to other institutions of higher learning, 
may qualify as a full-time student for 
purposes of the dependency exemption. 
Any travel expenses he incurs between 
the institute and the individual’s place 
of employment are nondeductible _per- 
sonal expenses, while amounts received 
by him from his participating employer 
while in training constitute taxable com- 
pensation rather than nontaxable schol- 
arship or fellowship grants. (57-484). 
To determine the amount of support 
furnished, social security benefits paid 
on behalf of a surviving child of a 
deceased worker and used for the child’s 
support must be considered as_ the 
child’s contribution toward his own sup- 
port. (57-344). 


Alimony 
The Service now holds that an indi- 
vidual and his spouse who are separated 
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under an interlocutory decree of divorce 
retain the relationship of husband and 
wife until the decree becomes final, and 
may. under the 1939 and 1954 Codes, 
file a joint return. However, pursuant 
to the 1954 Code, where the husband 
and the wife live apart and file separate 
returns, payments to the wife during the 
period covered by the interlocutory de- 
cree may constitute periodic alimony 
payments. (57-368). Life insurance pre- 
miums paid for the benefit of a divorced 
wife on policies not assigned to her, 
pursuant to a property settlement which 
becomes part of the divorce decree, do 
not qualify as periodic alimony pay- 
ments because the wife is only a con- 
tingent beneficiary. (57-125). Where a 
husband received a Mexican divorce and 
his wife was later awarded alimony 
“pnendente lite” pursuant to a court de- 
cree in a state which does not recognize 
the validity of the Mexican divorce, the 
fact that the Mexican divorce preceded 
the award does not preclude its de- 
ductibility as alimony. (57-113). No 
taxable income is realized by a husband 
in setting up appreciated stock in trust 
for the benefit of his divorced wife. (57- 
506). But where a husband has a defi- 
nite obligation to his wife under a sepa- 
ration agreement, a transfer of appre- 
ciated property to an irrevocable trust 
for the wife’s benefit will result in tax- 
able income being realized. (57-507). 


Medical Expenses 

A taxpayer claimed medical expenses 
for himself and his second wife, both 
under 65 years of age, and for his first 
wife over 65, who died during the tax- 
able year. The Service holds that tax- 
payer and his second wife may deduct 
their medical expenses to the extent such 
expenses exceed 3 per cent of adjusted 
gross income. However, the medical ex- 
penses of the first wife are not subject 
to the 3 per cent limitation since she 
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reached 65 during the taxable year. The 
overall deduction is limited to the maxi- 
mum amount based upon two exemp- 
tions. (57-310). Amounts paid by a 
blind individual for food, innoculations, 
and other expenses connected with the 
maintenance of a “seeing-eye” dog used 
daily in the conduct of his business, are 
classified as medical expenses (subject 
to the percentage-of-income and maxi- 
mum limitations), and are not in any 
event deductible as business expenses. 
(57-461). A taxpayer whose wife is a 
bed patient at home and requires con- 
stant attention of a nurse, may deduct 
as a medical expense the social security 
taxes paid as employer on the nurse’s 
wages. (57-489). 


Deductions 

The New Hampshire tobacco tax is 
deductible effective July 14, 1955. (57- 
486). Also, the Rhode Island tax on 
cigarettes evidenced by stamps affixed to 
the package is held to be a deductible 
retail sales tax (57-442), as is the Illinois 
use tax on personal property purchased 
at retail (57-433). The filing fee of 
three or five per cent of annual salary 
required by New Mexico from each can- 
didate for election constitutes a deduc- 
tible state tax. (57-345). 

A corporate officer claiming a deduc- 
tion for travel and entertainment ex- 
penses must prove that he is entitled to 
such deduction. The Service rules that 
the reimbursement from the employer, 
or a corporate resolution requiring the 
officer to assume such expenses, would 
tend to indicate that they are necessary 
expenses of his office. However, such 
evidence does not conclusively determine 
that the expenses are deductible, nor 
does the absence of such evidence pre- 
clude their deduction. (57-502). Pay- 
ments by an employer for an executive 
rehabilitation plan under which execu- 
tives can avail themselves of recondi- 
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tioning and health-restoring services af- 
forded by certain resort hotels and ath- 
letic clubs, are compensatory in nature 
and as such are deductible by the em- 
ployer and includible in the executive's 
gross income. (57-130). Where a busi- 
ness abandons all its assets including 
goodwill, the tax basis of the goodwill 
is deductible as an ordinary loss. (57- 
503). 

Penalty payments to a mortgagee for 
the privilege of prepaying a mortgage 
indebtedness, are deductible as interest. 
(57-198). A painter’s work clothes even 
though prescribed by his local union, is 
considered not distinctive in character 
nor in the nature of a uniform. The 
cost and maintenance of such clothing 
therefore represents nondeductible per- 
sonal expense. (57-143). Representation 
expenses incurred by Foreign Service 
officers or employees reporting on a 
cash basis are deductible to the extent 
they exceed the reimbursment received 
during such year, even though the re- 
imbursement relates to expenses of a 
previous year. (57-364). Damage to 
residential property, caused by the col- 
lapse of mine excavations beneath the 
surface property, results in a deductible 
casualty loss. (57-524). 

The 50 per cent deduction of the ex- 
cess of net long-term capital gain over 
net short-term capital loss does not con- 
stitute a deduction attributable to a 
trade or business for purposes of the 
limitation on business deductions allow- 
able to individuals where such deduc- 
tions for each of five successive years 
exceed gross business income by more 


than $50,000. (57-527). 


Retirement Income 


In computing the retirement income 
credit, the Code provides that retire- 
ment income is to be reduced by earned 
income in excess of, (a) $900 for tax- 
payers under 65, and (b) $1,200 for 
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taxpayers between 65 and 72. |) the 
case of doctors, dentists or other pro- 
fessional taxpayers who may have large 
investments in office equipment. capital 
is not an income-producing factor in 
the business, and accordingly the entire 
amount of their professional fees, with. 
out reduction for any expenses, is to be 
considered as “earned income” in the 
above computation. (57-141). A_vet- 
eran over 65 must reduce the maximum 
retirement income of $1,200 by the ex- 
cess of nontaxable monthly installments 
from a matured U.S. Government life 
insurance endowment contract received 
during the taxable year, over the pro- 
portion of such total amount which is 
attributable to the investment in the 
contract. (57-504). Sick pay, whether 
or not excluded under Section 105(d), 
also constitutes earned income for pur- 
poses of this reduction. (57-101). 
Taxable income consisting of rents, 
dividends, and interest received from an 
estate by a beneficiary who has reached 
the age of 65, qualifies as retirement 
income. (57-277). Similarly, partner- 
ship income, or trust or estate income, 
reported by a partner or beneficiary 
which represents the distribution of 
rental income, constitutes retirement in- 
come. For purposes of reducing retire- 
ment income where personal services 
are a material factor in the production 
of rental income, the earned income 
element must be considered whether tax- 
payer is reporting rental income indi- 
vidually received or whether the rental 
income represents a distribution from 


a partnership. (57-351). 


Tax-Free Exchanges 

The recognition of gain upon sale of 
a residence may be postponed if the 
proceeds are used to acquire a neW 
residence within one year, or are used 
to construct a residence within 18 
months. Where a taxpayer purchased a 


partially constructed new _ residence 
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within a year of the sale of his old, the 
new residence must be completed within 
the year to obtain nonrecognition-of- 
gain privileges. He cannot rely on the 
18-month rule because he has not en- 
gaged in construction “commenced by 
the taxpayer.” (57-234). An exchange 
of lots among three individuals who had 
acquired the lots to construct homes 
thereon, but later abandoned their plans 
and continued to hold them for invest- 
ment purposes, is considered a non- 
taxable exchange of like-investment 
property. (57-244). Farm land belong- 
ing to an incompetent “exchanged” for 
another tract of farm land by means 
of a technical sale and purchase, be- 
cause state law does not permit the 
guardian to exchange his ward’s prop- 
erty for like property, will still be 
treated as an exchange of like proper- 
ties for purposes of nonrecognition of 
eain. (57-469). 


Involuntary Conversions 

Condemnation under Code Section 
1033 means the taking of private prop- 
erty for public use upon payment. The 
sale of an apartment house after it was 
declared unfit for habitation under local 
law unless extensive repairs were made, 
is not a threat of condemnation per- 
mitting nonrecognition of gain on con- 
version. (57-314). Nor does the sale 
of a golf course which had lost its 
value when bisected by a state highway 
qualify for treatment as an involuntary 
conversion. (57-117). The exercise 
of a purchase option in a three-year 
lease by a city under threat by the city 
of condemnation, constitutes an invol- 
untary conversion, but the rental paid 
under the lease is taxable as ordinary 
income, not constituting part of the pro- 
ceeds from the involuntary conversion. 
(57-261). Where a taxpayer sold its 
property to a city under threat or im- 
minence of condemnation and_ then 
leased back the property for the period 
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prior to its use by the city, the lease- 
back will not disqualify such sale as an 
involuntary conversion. (57-70). Al- 
though a farm involuntarily converted 
may be replaced with an interest in 
another farm as a tenant in common, 
the purchase of an interest in a part- 
nership owning such a farm will not 
qualify as property similar to that con- 
verted. (57-154). 

The acquisition by tenants in com- 
mon of converted property, of 85 per 
cent of the stock of a corporation own- 
ing similar property, qualifies as a tax- 
free replacement since the tenancy, as 
a single unit, was maintained for the 
acquisition. (57-408). But the invest- 
ment of condemnation proceeds by twe 
corporations with identical stock own: 
ership in stock of a new corporation 
owning similar property does not 
qualify as a proper replacement be- 
cause each corporation’s purchase of 
the new stock does not constitute the 
acquisition of “80 per cent stock” con- 


trol. (57-454). 


Accounting Basis 

An additional state income tax assess- 
ment accrues as a tax deduction to an 
accrual basis taxpayer when the amount 
is finally determined by litigation or 
default, or when the taxpayer acknowl- 
edges his liability for the amount of the 
increase. (57-105). Where claims are 
contingent rather than actual, an ex- 
pense accrual for anticipated payments 
of personal injury claims pending at 
the end of the year is not deductible. 
(57-485). 

Publishers who have consistently re- 
ported income and expenses on a de- 
ferred basis may now deduct circula- 
tion expenditures currently (57-87), 
even though such expenditures are re- 
flected on the books and financial state- 
ments as deferred expenses. (57-526). 

Amounts withheld and credited by 
banks and finance companies as “deal- 
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ers reserves” to cover possible losses 
on notes purchased from automobile 
dealers, constitute income to dealers on 
the accrual basis at the time such credits 
are made. Losses sustained on worth- 
less notes are to be separately estab- 
lished. (57-2). The $5,000 death bene- 
fit exclusion cannot be prorated over 
the period during which monthly in- 
stallments of a death benefit in excess 
of $5,000 will be paid. Rather, the en- 
tire amount of each installment must be 
excluded until an amount not in excess 
of $5.000 has been received, after which 
time all benefits received are taxable in 
full. (57-483). Non-interest “Growth 
Savings Certificates” issued by banks 
at a discount which increase in value at 
stated intervals are taxed in the same 
manner as Series E savings bonds. 
(57-452). An executory contract to buy 
or sell securities “when, as, and if 
issued” which cost the taxpayer nothing, 
has a basis of zero for tax purposes. 


(57-29). 


Accounting Period 


A calendar year taxpayer on the ac- 
crual basis created a revocable trust 
on a fiscal year basis using the cash 
method of accounting. Since the grant- 
or’s power to revoke made the trust 
income taxable to him, the method and 
period of accounting used by the trust 
is to be disregarded and the trust in- 
come is taxable to the grantor as if 
the trust had not been 
(57-390). 

Where an individual is an employee 
for part of the year and operates as a 
business proprietor for the balance of 
the year, he must include in income not 
only his earnings as an employee, but 
all the business operations to December 
31. If he desires to change his account- 
ing period, he must first obtain the 
prior approval of the Commissioner. 
(57-389). 


created. 
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Depreciation and Amortization 


With respect to new or used property 
acquired prior to January 1, 19514. and 
used property acquired after December 
31, 1953, use of the 150 per cent de. 
clining-balance method of computing de. 
preciation may be used: (1) by a new 
taxable entity in an initial return; (2) 
where permission to use such method 
has been granted by the Commissioner; 
(3) where the method is elected in the 
first return in which depreciation is sus- 
tained; (4) for taxable years after De- 
cember 31, 1953, where the method is 
elected in the first year in which the 
property is subject to depreciation, re- 
gardless of the methods employed for 
the other depreciable property. (57- 
352). For such property, a change from 
the declining-balance method of com- 
puting depreciation to the applicable 
straight-line rate cannot be made with- 
out the Commissioner’s consent.  (57- 
510). Use of the new accelerated de- 
preciation methods provided for in the 
1954 Code is limited to the first user 
of property acquired after December 31, 
1953. Should new replacement property 
be acquired after 1953 with the preceeds 
of an involuntary conversion of similar 
property in use prior to 1954, the new 
depreciation methods are applicable. 
(57-443). 

Where stock ownership in a_ lessee 
corporation by the lessor and/or his 
family makes it reasonably certain that 
a lease can be renewed beyond its stated 
term, the cost of permanent improve- 
ments made by the lessee should be de- 
preciated over their useful lives rather 
than the lease term. (57-361). The con- 
struction cost of a mausoleum is re- 
coverable through crypt sales rather than 
through depreciation. (57-376). A 
finder’s fee or buying commission paid 
by a bank to a third party for introduc- 
ing a prospective mortgagor is to be 
capitalized over the life of the mortgage. 
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However, where a bank has already de- 
ducted the full commission in a year 
barred by the statute of limitations, it 
may not again deduct a prorata part of 
the same commission in a subsequent 
year. (57-100). 


Capital Gain vy. Ordinary Income 

Transferable goodwill does not attach 
to the business of a professional man or 
firm although the courts have recognized 
that vendible goodwill may attach to a 
particular firm name. The Service there- 
fore holds that none of the proceeds of 
a sale of a professional business, with- 
out a valid assignment of the right to 
the exclusive use of the firm name, may 
be treated as the proceeds from the sale 
of goodwill. (57-480). A five-year lease 
providing for the installation of an au- 
tomatic fire protection sprinkler system 
in a warehouse and office building, and 
calling for “rental” payments over the 
lease period aggregating the cost of the 
system and its installation, constitutes a 
contract of conditional sale rather than 
a true lease. (57-371). Real estate ac- 
quired by a bank upon foreclosure of 
mortgages is considered property held 
for sale to customers in the ordinary 
course of its business where the prop- 
erties are sold as soon as possible either 
in single parcels or subdivided, and the 
activities with respect thereto are sub- 
stantial. (57-468). 


Refund Claims 


A delinquent form 1040 filed within 
three years of the original due date con- 
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stitutes a proper refund claim. (57-354). 
A valid claim for refund may also be 
made on an amended form 1041 in the 
case of an estate or trust, and on an 
amended form 1120 in the case of a 
corporation. (57-501). 


Sick Pay 

Wages for a period of absence from 
work because of illness may qualify as 
excludable sick pay even though part 
of the illness period is reflected on the 
employer’s records as vacation leave. 
However, the privilege to use vacation 
leave as additional sick leave must be 
provided for in the plan, or constitute 
an established custom of the employer. 
(57-384). A teacher who performs ser- 
vices during a nine-month school term 
and who is paid an annual salary in 
twelve equal monthly payments is not 
entitled to a sick pay exclusion for any 
part of a vacation period, even though 
he is incapacitated by a personal injury 
or sickness and receives a part of his 
salary during such period. The sick pay 
exclusion, where permissible, is to be 
computed on the basis of the working 
days during the school term. (57-360). 
Should an employee be receiving a dis- 
ability pension while absent from work, 
he may exclude the pension as sick pay 
even though he is in a gainful occupa- 
tion as a self-employed individual, or as 
an employee of another employer. Such 
additional activities will of course be 
considered in determining whether his 
absence from work was due to illness. 
(57-178). 
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Decisions of 1957 


By Hersert M. MANDELL, C.P.A. 


Federal Income, Estate and Gift taxes 
are the subject of litigation before the 
Tax Court, various District Courts, the 
Court of Claims, eleven Circuit Courts 
of Appeals, and the Supreme Court of 
the United States. During the thirteen 
months through November 1957, which 
is the period covered by this review, 
over 2,000 tax cases were handed down 
by these various courts. Obviously, this 
article, which must of necessity be 
limited in scope, can only touch on a 
few representative cases which are mean- 
ingful to the practicing accountant. 

The selection of noteworthy tax deci- 
sions was based on many considera- 
tions. Of prime importance was wheth- 
er the case was significant to certified 
public accountants in their tax practice. 
If so, does the case introduce a new 
principle of law? Those cases that re- 
iterate established principles followed by 
the courts over the years were not con- 
sidered sufficiently important for dis- 
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Federal Taxation and of the New York 
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to various publications and has lectured 
before our Society as well as other pvo- 
fessional groups. He is a partner in the 
firm of Clarence Rainess & Co., Certified 


Public Accountants. 
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cussion. Where cases relate to the prior 
law, they were not reviewed, unless the 
principle involved is subject to similar 
treatment under the 1954 Code. 

Most of the decisions of the United 
States Supreme Court involving tax 
matters were included as they are usually 
extremely significant. | Furthermore, 
where the Supreme Court has agreed to 
review the decision of a lower court, 
these matters were for the most part 
deemed to merit examination. 

The decisions have been arranged 
alphabetically under subject headings. 
The cases, therefore, are not listed in 
order of their importance. 


Accounting Methods 


Under the Internal Revenue Code the 
Commissioner may prescribe a method 
of accounting for the taxpayer if his 
method does not clearly reflect taxable 
income. Often, there are many divergen- 
cies between the computation of income 
for tax purposes and income determined 
by the application of sound accounting 
principles. 

In Automobile Club of Michigan v. 
Commissioner, 353 U.S. 180, affirming 
C.A. 6, 230 F. (2d) 585, (4/22/57, 
rehearing denied), the Supreme Court 
held that the Commissioner is vested 
with discretion under the Code to de- 
termine whether the taxpayer’s method 
of accounting clearly reflects taxable in- 
come. The Commissioner did not abuse 
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his discretion in denying the taxpayer 
a pro rata allocation of automobile club 
membership dues received one year in 
advance, under the accrual method of 
accounting. The taxpayer was required 
to report the income in the year re- 
ceived because he had a claim of right 
without restriction as to its disposition. 


Subsequent Tax Court cases have cited 
this case in holding that amounts re- 
ceived in advance on television service 
contracts and rentals by accrual basis 
taxpayers are income in the year of 
receipt where held under a claim of 
right without restriction as to disposi- 
tion. 

In the case of Jay A. Williams and 
Ellen G. Williams, 28 T.C. No. 114 
(8/20/57), the Tax Court held that a 
promissory note received as security or 
as evidence of indebtedness and not as 
payment is not income at the time of 
the receipt. The Court stated that even 
if the promissory note was intended as 
payment, since it was unsecured, non- 
interest bearing and without fair market 
value, it would not be held to constitute 
income in the year of receipt. 


The taxpayer in this case was in the 
business of locating timberland for pros- 
pective purchasers. He reported his in- 
come on the cash basis and received for 
his services in 1951 an unsecured non- 
interest bearing note payable in 240 
days. At the time of issuance, the maker 
was unable to pay for lack of funds. 
It was further understood that the payor 
would be unable to pay the notes until 
he sold part of the timber which the tax- 
payer had located. Upon receipt of the 
note in 1951, taxpayer attempted on 
many occasions to sell the note to vari- 
ous banks or finance firms but did not 
succeed. In 1954, taxpayer received the 
money in discharge of the note. The 
Tax Court sustained the taxpayer who 
did not report any income until 1954 
when he received payment of the note. 
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Accumulated Earnings Tax 

A penalty tax, under Section 531 of 
the Code, is imposed upon a corporation 
if it accumulates income beyond the 
reasonable needs of its business. How- 
ever, defining “the reasonable needs of 
the business” has been a_ perplexing 
problem for the practitioner. 

The Fourth Circuit Court of Appeals 
in Smoot Sand and Gravel Corp. Vv. 
Commissioner, 241 F.(2d)197, affirm- 
ing in part and reversing in part T.C. 
Memo. 1956-82 (C.A. 4, 3/8/57 cert. 
denied) has helped to clarify several 
problems on this subject. It upheld the 
Tax Court on some points and reversed 
it on two points, sending the case back 
for reconsideration. The Court cited the 
J. L. Goodman Furniture Co. case, 11 
T.C. 530 (1948), in determining the 
amount of required working capital in 
a business. In that case, the Tax Court 
held that “accumulation of funds to 
meet operation expenses for at least one 
year is reasonable.” However, the Fourth 
Circuit stated that in applying this 
formula, operating expenses should be 
expanded to cover direct expenses in- 
cluded in cost of goods sold, such as 
wages, fuel and supplies. Therefore, the 
Court held that a corporation may ac- 
cumulate earnings in an amount to cover 
one year’s operating expenses including 
direct expenses under cost of goods sold. 
The Court further held that other fac- 
tors must be considered such as the com- 
pany’s credit policies, the amounts of 
inventories and its rate of turnover, the 
amount of accounts receivable and the 
collection rate thereof, and the availa- 
bility of credit to the business. 

The Tax Court was reversed on a 
second point in this case. The company 
had set up a reserve to cover the possi- 
bility that it might have to enter the 
ready-mix cement business in order to 
meet competition. The Tax Court had 
held that the company never planned or 
intended to go into this expansion pro- 
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gram of its own free will. The Circuit 
Court held that the fact that the expan- 
sion would not be voluntary is unim- 
portant. If it might be reasonable to 
anticipate the need for expansion, then 
the corporation was justified in setting 
up the reserve. 

The 1954 Code introduced a new pro- 
vision which suggested that the burden 
of proof might be shifted to the Com- 
missioner to establish that earnings are 
accumulated beyond the reasonable 
needs of the business. However, Pelton 
Steel Casting Co., 28 T.C. No. 20 
(4/25/57), held that Congress did not 
intend to alter the taxpayer’s burden of 
proving that income was not accumu- 
lated for the purpose of preventing the 
imposition of tax upon its shareholders. 
In this case, the petitioner retained 
earnings under a plan to purchase the 
interest of its major shareholder, and in 
compliance with the Code submitted a 
statement to this effect in answer to the 
Commissioner’s notice of deficiency. 
The Tax Court held that this statement 
was not sufficient to sustain petitioner’s 
stand that the accumulation was not for 
the avoidance of tax on its shareholders. 
The Court said that the purchase and 
retirement by the taxpayer of its out- 
standing stock was inconsistent with a 
business need of its own, but rather 
suited the personal or business needs of 
its shareholders. 


Acquisitions to Avoid Tax 


The long-established principle of Al- 
prosa Watch Co. that a corporation, re- 
gardless of change of stock ownership, 
may use its own deductions, credits or 
allowance, has been questioned by a 
decision of the Fourth Circuit Court of 
Appeals. This principle had, of course, 
been modified to a great extent by Sec- 
tions 382 and 1551 of the 1954 Code. 

In Coastal Oil Storage Co. v. Com- 
missioner, 242 F. (2d) 396, affirming 
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in part and reversing in part 25 T.C, 
1304 (C.A. 4, 3/11/57 non-acq.), a 
corporation transferred property to a 
newly organized subsidiary. The Com. 
missioner disallowed the $25,000 ex. 
emption from surtax on the ground that 
the principal purpose for the crea- 
tion of the subsidiary and transfer of 
property was to obtain an exemption it 
would not otherwise have enjoyed. The 
taxpayer argued that Section 129, 1939 
Code (Section 269, 1954 Code) did not 
apply because the surtax exemption be- 
longed to the taxpayer from its incep- 
tion and was not secured by virtue of 
the transfer of assets to it. The Court 
said that “while the exemption is 
claimed by the taxpayer, the sole benefit 
thereof would accrue to the parent cor- 
poration, the sole owner of the stock,” 
and therefore the parent corporation 
indirectly secured the benefit of a second 
surtax exemption. If other courts follow 
the reasoning of this decision then the 
long standing doctrine of Alprosa Watch, 
11 T.C. 240 (1948), may be changed. 
However, the recent decision of 7'.V.D. 
Company, 27 T.C. No. 108 (2/28/57), 
follows Alprosa Watch where it_ held 
that under the 1939 Code a taxpayer is 
entitled to use its own deductions and 
credits even though there is a change in 
the nature of the business as well as a 
change in stock ownership. The persons 
who acquired control of the corporation 
did not themselves directly obtain the 
tax benefit. If the Coastal Oil reasoning 
is followed then the use by a corpora- 
tion of its own loss carryover against 
future profits under certain circum- 
stances may be precluded by this deci- 
sion that new stockholders are indirectly 
securing the benefit of the loss deduc- 
tion and therefore Section 269 applies 
to such acquisition. 

In American Pipe and Steel Corp., 243 
F. (2d) 125, affirming 25 T.C. 351 
(4/17/57 cert. applied for), the Com- 
missioner successfully used for the first 
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time Section 129, 1939 Code, (Section 
269, 1954 Code), in preventing the use 
of a consolidated return to offset losses 
of the acquired corporation against the 
profits of the acquiring corporation. 
The taxpayer was a corporation engaged 
in the steel fabricating business. It ac- 
quired the stock of a real estate corpo- 
ration which held residential lots with a 
high tax basis but a low market value. 
After acquiring the capital stock, the 
subsidiary sold the lots, sustaining sub- 
stantial losses. The corporation filed 
consolidated returns and the losses of 
the subsidiary were offset against the 
profits of the parent company. The 
Commissioner was sustained by the 
Courts in applying Section 129, 1939 
Code, on the grounds that the principal 
purpose of the acquisition was tax 
avoidance. The taxpayer claimed that 
the acquisition of a real estate company 
improved its position in the sale of pipe 
and casing in real estate developments. 
The Court pointed out that at a total 
cost of $11,000 the corporation acquired 
tax losses of $400,000 and that any new 
corporation formed in the real estate 
field could have satisfied the require- 
ment of the taxpayer. The Court further 
stated that within two months after 
acquisition, the subsidiary was a mere 
corporate shell. 


Bad Debt Losses 


For many years, the Commissioner 
and various courts had disagreed on the 
treatment of losses sustained in guaran- 
teeing indebtedness of a primary debtor. 
Some courts held that a guarantee loss 
is an ordinary deduction, while the 
Commissioner and the Tax Court held 
them to be subject to the special provi- 
sions relating to debt losses. If it is a 
non-business bad debt, it is deductible 
as a short-term capital loss, subject to 
the limitations of capital loss deductions. 


In Max Putnam and Elizabeth Put- 
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nam v. Commissioner, 352 U.S. 82, 
affirming C.A. 8, 224 Fed. (2d) 947, 
(12/3/56), the U.S. Supreme Court 
said, “there is no real or economic 
difference between the loss of an invest: 
ment made in the form of a direct loan 
to a corporation and one made indi- 
rectly in the form of a guaranteed bank 
loan. The tax consequences should in 
all reason be the same.” In coming to 
this conclusion, the Court used the rule 
that the payment by the guarantor of 
the debt makes the debtor’s obligation 
to the creditor an obligation to the 
guarantor. Thus, the loss sustained by 
the guarantor, unable to recover from 
the debtor, is by its very nature a loss 
from the worthlessness of a debt. 

In this case an attorney undertook a 
venture, not connected with his practice, 
to organize the publishing of a labor 
newspaper. The taxpayer as a stock- 
holder guaranteed the obligations of the 
corporation. Upon liquidation, — the 
funds of the corporation were insufh- 
cient to pay some of the debts guaran- 
teed. Petitioner paid these debts and 
attempted to claim the loss as an advi- 
sory business loss, or a loss sustained 
during the taxable year not compensated 
for by insurance or otherwise. The 
Court held that this was a non-business 
bad debt loss subject to short-term 
capital loss treatment. 


Business Expenses 


Courts have consistently held that 
fines paid for violation of State statutes 
are not deductible as business expenses 
on the theory that such an allowance 
would frustrate State authority. Ap- 
parently, this is held to be so whether 
the violation was a wilful breach or an 
innocent mistake. In Tank Truck 
Rentals, Inc. v. Commissioner, 242 F. 
(2d) 14, affirming 26 T.C. 427, (C.A. 3. 
3/6/57, cert. granted), the Court of 
Appeals held that overloading fines paid 
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by a motor carrier were not deductible, 
notwithstanding taxpayer’s contention 
that it would have been at a competi- 
tive disadvantage if it had attempted to 
conform to State laws. It was pointed 
out that it was the general practice of 
the trucking industry to overload even 
at the risk of incurring fines. The 
court stated that certain expenditures 
otherwise ordinary and necessary are 
not deductible, if their allowance would 
frustrate sharply defined national and 
state policies. It is not the federal 
courts duty in a tax controversy to 
inquire into the wisdom of a. state 
motor vehicle statute and its state en- 
forcement policies. 

In a prior motor carrier case, Hoover 
Motor Express Co., Inc. v. United 
States, 241 F.(2d)459 (C.A. 6, 1/4/57, 
cert. granted), the Sixth Circuit also 
held that overloading fines are not 
deductible as business expenses. It 
should be noted that although both 
Circuits are in agreement, the Supreme 
Court has granted certiorari in both 
decisions. 

In Cotton States Fertilizer Company 
v. Commissioner, 28 T.C. No. 138 
(9/16/57), two of the taxpayer’s plants 
were destroyed by fire. Using a con- 
tractor’s estimate which was based on 
an architect’s plans and _ specifications, 
the taxpayer recovered insurance pro- 
ceeds exceeding the adjusted basis of 
the plants. The actual cost of replacing 
the destroyed plants exceeded the insur- 
ance proceeds and the taxpayer, pursu- 
ant to his election under the Code’s 
involuntary conversion provisions, re- 
ported no gain on receipt of the pro- 
ceeds. The taxpayer however deducted 
the fees paid to the contractor and 
architect as ordinary business expenses. 
The Commissioner disallowed the de- 


duction on the ground that the non- 
recognized gain was wholly exempt in- 
come and any expenses attributable 
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thereto were non-deductible. The Court 
held, however, that the insurance pro- 
ceeds did not constitute wholly exempt 
income since the taxpayer was required 
to decrease the basis of the new prop. 
erty by the amount of the gain not 
recognized as a result of his election, 
and the gain would eventually be taxed 
in a subsequent sale of the property, 
Therefore, the expenditures incurred in 
obtaining the insurance proceeds were 
held to be deductible. 


Casualty Losses 

An interesting case dealing with 
casualty losses was presented in The 
Citizens Bank of Weston, 28 T.C. No. 
79 (6/26/57, appeal pending). In 
this case the taxpayer, a bank, had 
stored records in the basement of its 
own building. A flash flood inundated 
the basement destroying the records. 
Fearing similar floods, the taxpayer 
gave up using the basement but con- 
tinued using the rest of the building 
which was not damaged in any way. 
The taxpayer deducted $76,000 as the 
alleged decline in the fair market value 
of the building as a result of the- flood. 

The Court held the taxpayer had not 
shown any loss as it had continued to 
use the building which was not physi- 
cally damaged as a result of the flood. 
The taxpayer had conceded that if a 
flood-control program were adopted the 
basement would be usable. — Further- 
more, the taxpayer did not establish 
permanent abandonment of the base- 
ment. Mere non-use of property was 
not considered abandonment under the 
statute. 

Another unusual case was Katherine 
B. Bliss, 27 T.C. No. 93 (2/13/57, 


appeal pending), where the Tax Court 


held that a taxpayer who had a 
life estate interest in a residence and 
farm was entitled to a casualty loss 


deduction. The loss was apportioned 
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between. the life tenant and the re- 
mainder interests, using the tables pre- 
scribed in the Regulations. 


Collapsible Corporations 

There have only been six Tax Court 
cases interpreting the original collaps- 
ible corporation statute since it became 
part of the Internal Revenue Code on 
January 1, 1950. The first two cases 
decided in 1956, were won by the tax- 
payers, where the burden of proof was 
on the government, since the applica- 
bility of <‘:e collapsible statute was not 
claimed in the government’s original 
deficiency notice. However, in 1957, 
all four Tax Court decisions were ad- 
verse to the taxpayers where they had 
to sustain their usual burden of proof. 
In Raymond Burge, 28 T.C. No. 26 
(4/30/57, appeal pending), the Court 
held that the collapsible statute applied 
to distributions of cash from an F.H.A. 
insured mortgage loan in excess of the 
cost of construction. The decision 
clearly stated that the statutory lan- 
suage applies not only to temporary 
corporations but also to corporations 
that continue in existence, if the gain 
is realized at the stockholder level 
rather than by the corporation. In 
this case as well as the others, the Tax 
Court found that the taxpayer did not 
sustain his burden of proof to show 
that there was never any intent to avoid 
the corporation’s fair share of tax. 

In J. D. Abbott, 28 T.C. No. 89, 
(6/28/57, appeal pending), the tax- 
payer contended that the corporation 
never engaged in construction but only 
installed streets, utilities and sewers 
and arranged F.H.A. financing. The 
corporation was dissolved after these 
preliminary activities and the stock- 
holders sold the land to others who 
constructed the buildings. The Court 
held that the activities in improving the 
land were the first step in construction. 
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In the cases of Edward Weil, 28 T.C. 
No. 90 (6/28/57), and Arthur Glick- 
man, T.C. Memo 1957-124 (6/28/57), 
the taxpayers argued that the construc- 
tion had been completed and then un- 
foreseen events occurred which made it 
necessary for them to sell their stock. 
There is little question under both the 
old and new Regulations that if the prop- 
erty is sold during the period of con- 
struction, the collapsible statute would 
apply. However, if it can be shown that 
during the period of construction the 
stockholders never had any intent to 
sell their stock or receive a distribution 
from the corporation, the statute might 
not be applicable. It must also be shown 
that the circumstances which made it 
desirable to sell could not have been 
reasonably anticipated and did not origi- 
nate until after construction was com- 
pleted. The problem of when the con- 
struction is considered complete was 
reviewed in these cases. The Court de- 
cided that construction is complete 
within the meaning of the Statute only 
when the property is in shape to begin 
to realize net income. Substantial com- 
pletion is not sufficient. Issuance of a 
Certificate of Occupancy is not con- 
trolling, whereas full occupancy with 
completion of all details, including land- 
scaping, are indications of the final date 
of completion. Under the facts pre- 
sented in both of these cases, the date 
of construction was held by the Court 
to be a date after the collapsible intent 
arose, and therefore the Statute applied. 


Problems of the Closely Held 


Corporation 


Stockholders of closely held corpora- 
tions and their tax advisers will long 
remember the year 1957. After the ad- 
verse tax court decisions in Casale, Pru- 
nier, Holsey, and Sanders, it appeared 
that it would be difficult for the closely 
held corporation to engage in construc- 
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tive tax planning for perpetuating its 
existence upon the death of one or more 
of its major stockholders. However, the 
reversal of the Prunier and Casale cases 
by the First and Second Circuit Courts 
of Appeals in the fall of the year gave 
considerable comfort to tax practi- 
tioners by removing many uncertainties 
in this area. 

The case of Oreste Casale v. Commis- 
‘sioner, 247 F. (2d) 440, reversing 26 
T.C. No. 131, (C.A. 2, 9/5/57), in- 
volved a closely held corporation where 
the principal stockholder owned 98 per 
cent of the outstanding stock. The cor- 
poration entered into a contract with 
Casale whereby it obligated itself to pay 
Casale at the age of 65 a monthly retire- 
ment income. If he should die before 
that date a certain sum was to be paid 
to his designee. 

At the same time the corporation pur- 
chased a life insurance policy whose 
terms tied in with the retirement income 
benefits payable by it under the deferred 
compensation agreement. The corpora- 
tion was the owner of the policy, had the 
right to change the beneficiary, the right 
to borrow against it and all other rights 
consistent with ownership. 

Based upon the above facts, the Treas- 
ury Department contended that Casale 
received a taxable dividend in that the 
premiums paid for the year bestowed 
upon him an ascertainable economic 
benefit. It also contended that the entire 
transaction was a sham and in effect no 
more than a device whereby Casale pur- 
chased a retirement annuity for himself 
with corporate funds. The Tax Court 
supported the Treasury’s viewpoint in 
holding that the corporation was no 
more than the alter ego of Casale. 

The Second Circuit, in reversing the 
lower court decision, disagreed sharply 
with the Tax Court conclusion that the 
corporate entity was to be disregarded. 
It rejected the finding of “sham” which 
was based upon the fact that Casale 
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could direct the activities of the corpora. 
tion and by so doing vote himself this 
retirement income. The Second Circuit 
emphasized the point that the creditors 
rights were superior to that of Casale in 
the event of an insolvency and the insur. 
ance was subject to the claims of outside 
creditors. Finally, it held that the mere 
purchase by the corporation of a policy 
resulted in no immediate personal benefit 
to a stockholder and concluded that the 
corporate entity cannot be disregarded 
even though it is a closely held company, 

There is no doubt but that the Second 
Circuit’s reversal of Casale had a sub- 
stantial influence upon the First Circuit 
Court of Appeals when the latter court 
reviewed the Prunier case. This case, 
Henry E. Prunier and Winifred Prunier, 
F. (2d) reversing 28 T.C. No. 4, (CA. 
1, 11/8/57), can best be cited as ‘the 
case where the taxpayer did everything 
wrong. The Tax Court originally held 
that premiums paid by the corporation 
on certain policies, which were to be 
used to pay out his estate, were taxable 
dividends to the stockholders in the year 
in which the premium payments were 
made. Here, two brothers each owned 
approximately half of the stock of the 
corporation. The brothers, however, and 
not the corporation, were named as criss- 
cross beneficiaries of the policies. The 
policies were owned by the _ brothers 
with the right reserved by them to 
change the beneficiaries. There was an 
agreement between them, cited in the 
corporate minutes, which provided that 
upon the death of either of them, the 
proceeds of the policies were to go to the 
corporation to be used to buy out the 
interest of the deceased. The corpora- 
tion, however, was not a party to the 
agreement. 

The Tax Court holding in Prunier fol- 
lowing closely upon Casale had created 
great uncertainty. In many quarters 
it was felt that these cases held that 
premiums paid by a corporation on in- 
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surance on the lives of its stockholders, 
where the proceeds were to be used by 
the corporation to acquire the deceased’s 
stock, constituted taxable income to the 
stockholders. Moreover it was thought 
by some that the surviving stockholder 
would receive an ordinary dividend when 
the interest of a deceased stockholder 
was purchased through the use of in- 
surance proceeds. 

The First Circuit took the viewpoint 
that under Massachusetts law, the cor- 
poration would be the beneficiary of the 
policies and could acquire the deceased 
stockholder’s stock with the proceeds. 
This unusual fact pattern therefore was 
not a vital defect. It saw no objection 
in the fact that the surviving stock- 
holder would derive a benefit from the 
acquisition by the corporation of the 
deceased brother’s stock. The Court felt 
that there was a real corporate business 
purpose, as distinguished from that of 
the individual stockholder, in the use of 
the life insurance proceeds to buy the 
deceased stockholder’s interest in the 
company. 

The case of Robert V. Sanders v. Fox, 
149 F. Supp. 942, (D.C., Utah; 
4/27/57), was similar to Prunier but 
differed in that there was a formal re- 
tirement agreement between the stock- 
holders and the corporation whereby 
the insured stockholder designated his 
beneficiary. Here also, two of the four 
stockholders owned approximately 75 
per cent of the stock. The corporation, 
however, was in fact designated as the 
owner of the policies with power to 
exercise all rights. However, by the 
terms of the agreement, it was possible 
for the individual’s designee to receive 
insurance proceeds in excess of the fair 
value of the stock. On these facts the 
Court held that the individuals were re- 
ceiving a benefit from the payment of 
premiums by the corporation and that 
the premiums should be taxed to the 
stockholders as dividends paid by the 
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corporation. The taxpayers have ap- 
pealed this case but as yet the Circuit 
Court of Appeals has not rendered its 
decision. 

In Joseph R. Holsey, 28 T.C. No. 107 
(8/8/57), the Tax Court held that the 
holder of 50 per cent of the outstanding 
stock of a corporation received an or- 
dinary dividend when the corporation 
purchased the other 50 per cent from 
another stockholder pursuant to an op- 
tion assigned by the remaining stock- 
holder (i.e. Holsey) to the corporation. 
The taxpayer argued that he could not 
be charged with a dividend. He stated 
that the corporate payment to the other 
stockholder served a business purpose 
because the corporation was merely 
following policies laid down by the auto- 
mobile manufacturer for whom the cor- 
poration was a franchised dealer. The 
Tax Court, however, held the test was 
whether there was any personal benefit 
to the stockholder, and it so found in this 
case. Clearly, the existence of the stock 
option agreement was of great import- 
ance in the Tax Court’s rationale in ar- 
riving at a decision. 


Depreciation 

An unusual and important case deal- 
ing with depreciation of a building lo- 
cated on leased property was decided by 
the Tax Court in the case of David Dab 
and Rose Dab, 28 T.C. No. 103 (7/30/57, 
appeal pending), where the taxpayer de- 
preciated a 99-year leasehold over a 
period of twenty years. The twenty 
years was an estimate of the remaining 
life of a building, located on the leased 
land, and erected in 1928 by a previous 
owner of the property. The lessee also 
had the right to terminate the lease at 
the end of the 25th, 50th and 75th year. 

The Tax Court held that since the 
taxpayer did not erect the building, or 
own it, he had no depreciable interest 
in the building and therefore the 99-year 
leasehold was not depreciable over the 
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shorter estimated life of the building. 
The Tax Court also stated that the Regu- 
lations made no allowance for deprecia- 
tion by the lessee of buildings and im- 
provements existing on the land at the 
time the lease was consummated. 

A distinction is made by the Court 
between the purchase of a leasehold with 
a building in existence in contrast to 
the leasing of land where the tenant con- 
structs the building. In the latter case, 
the Regulations indicate that the tenant 
could depreciate the building over its 
useful life or amortize the cost of con- 
struction over the life of the lease, which- 
ever period is shorter. However, where 
one amount is paid to acquire a lease- 
hold, including an existing building, the 
Tax Court indicates that amortization 
may only be claimed over the life of the 
lease. 

Another question raised in this case is 
whether the taxpayer should be allowed 
to depreciate or amortize its 99-year 
leasehold over a period of 25 years, its 
first opportunity to terminate under the 
lease. The taxpayer maintained that a 
lease for 99 years with options to ter- 
minate at the end of the 25th, 50th and 
75th years is the same as a lease for a 
25-year original term with stated rights 
to renew. The Court did not agree and 
held that a lease for 99 years with op- 
tions to terminate is a lease for 99 years 
if no affirmative action is taken to ter- 
minate. The Court held that this lease is 
different from a lease for 25 years with 
options to renew for an additional 74 
years. Therefore, the value of the lease- 
hold was to be written off over the full 
life of the 99-year lease. 


Individual Taxpayer Problems 

An analysis of the large number of 
cases involving individual taxpayers in- 
dicates that the decisions usually are 
based on an interpretation of the facts 
presented, in the light of established 
principles of law. The following cases, 
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however, were based on an interpretation 
of the law, rather than the particular 
facts involved, and therefore merit closer 
attention. In F. C. Bowers, 243 F. (2d) 
904, reversing 25 T.C. No. 56 (C.A, 6, 
1/26/57, cert. not authorized), the Court 
of Appeals reversed the Tax Court and 
allowed a deduction for a portion of the 
legal fees paid by a husband in divorce 
proceedings. The Court allowed the 
deduction as a cost of conserving in- 
come-producing property. The Tax 
Court has consistently held that legal 
expenses incurred by a husband in re- 
sisting financial demands made by his 
wife, incident to divorce proceedings, are 
non-deductible personal expenses. In 
this case, the lawyer’s services were 
shown to be largely devoted to negotiat- 
ing a settlement agreement under which 
the husband retained control over stock 
in a closely-held profitable corporation, 
The Court permitted a deduction for the 
portion of the fee allocated to such 
services. 

In Walter J. Hein, 28 T.C. No. 92 
(6/28/57, appeal pending), the taxpayer 
was allowed a head of household status 
even though his aged sister, whom he 
supported, was confined to a mental in- 
stitution. The court viewed the absence 
of the dependent sister from the tax- 
payer’s household as temporary, since 
that is where she would have returned 
if she ever recovered. The fact that she 
had little if any chance of recovering 
was not controlling. 

The Government’s interpretation of 
the limitation on the dividends received 
credit was overthrown in Springs V. 
U. S., 153 F. Supp. 514 (D.C, S.C; 
8/5/57). This decision is contrary to the 
instructions for the individual tax return 
in current use, and should therefore be 
taken into consideration by those tax- 
payers affected. The credit for dividends 
received by individuals is limited to 4 
per cent of “taxable income.” The gov- 
ernment contends that where the alterna- 
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tive tax on capital gains is applicable, 
the 4 per cent limitation should be based 
on the “taxable income reduced by” 50 
per cent of capital gains. The Court 
held that the statute does not require 
the reduction in computing this limita- 
tion. 


Sale of “In Oil’? Payment Rights 

The sale of oil payments carved out 
of royalty interests has been used as a 
tax device to convert ordinary income 
into capital gain. An oil payment gen- 
erally is the right to receive a specified 
amount of royalty income or the right 
to receive a percentage of output for 
a limited period of time. It may also 
be applied to the output of various 
mineral products, other than oil. Dur- 
ing 1957, cases were handed down by 
the Fifth and Seventh Courts of Ap- 
peals dealing with this subject. The 
Fifth Circuit held that the sale of oil 
and sulphur payments resulted in capi- 
tal gain treatment and the Seventh 
Circuit held that an assignment of oil 
payment rights gave rise to ordinary 
income. As a result of this conflict and 
the importance of this entire area, the 
Supreme Court granted certiorari in 
several of these cases relating to the 
tax treatment of the sale of in-oil pay- 
ment rights. 

The Fifth Circuit, on February 1, 
1957, handed down several significant 
decisions relating to carved out oil pay- 
ment rights all of which held that the 
sale or exchange of such rights results 
in capital gains. In the case of Scofield 
v. O'Connor, 241 F. (2d) 65, aflirm- 
ing the District Court, 143 F. Supp. 
240 (C.A. 5, 2/1/57, cert. granted), an 
estate assigned an oil payment and re- 
ceived approximately $9,900,000 for 
the assignment. The oil payment was 
to revert to the estate when the assignee 
collected $10,000,000. The taxpayer 
collected this amount in about three 
years. The Court found that the trans- 
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fer was substantial and allowed capital 
gain treatment to the estate. The Court 
rejected the length of the pay out pe- 
riod as the test in determining whether 
there was a sale of property in contrast 
to an assignment of incomes. It held 
that a sale for $10,000,000 of oil pay- 
ment rights was substantial and there- 
fore entitled the taxpayer to capital 
gain treatment. 

In Lake Ine. v. Commissioner, 241 
F. (2d) 71, affirming 24 T.C. 1016 
(C.A. 5, 2/1/57; cert. granted), the 
Court allowed capital gains treatment. 
The Court rejected the Commissioner’s 
contention that a distinction should be 
drawn between oil payments carved out 
of a leasehold or working interest and 
payments carved out of a royalty or 
oil interest. It held that what was sold 
was the working interest which is a 
capital asset, and not the oil itself, 
which is an inventory asset. It also 
rejected his contention that the holding 
period of an oil payment started when 
the payment was carved out or created, 
but that the gain was long term because 
the working interest had been held for 
more than six months. 


Wrather v. Commissioner, 241 F. 
(2d) 84, affirming T.C. Memo 1955- 
104 (C.A. 5, 2/1/57; cert. granted), 
and Weed v. Commissioner, 241 F. 
(2d) 69, affirming 24 T.C. 1025 
(C.A. 5, 2/1/57; cert. granted), were 
cases decided by the Fifth Circuit on 
the same day and were based primarily 
on the authority of the two cases de- 
scribed above giving capital gain treat- 
ment to these transactions. A  distin- 
guishing feature of the Weed case was 
that it involved sulphur payments (in- 
stead of a dollar amount) which were 
to continue until 6 million tons of sul- 
phur were received by the assignee. 
Distributions were made over a period 
of 28 months. The Seventh Circuit in 
Commissioner vy. A. J. Slagter, 238 F. 
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(2d) 901, reversing 24 T.C. 935 (C.A. 
7, 11/29/56), has held that the trans- 
fer of an oil payment was, in effect, 
an assignment of future income, rather 
than a sale of a capital asset where 
the taxpayer assigned a portion of oil 
and gas income until the assignee 
would receive a specified sum from the 
net proceeds. The Court makes an 
analogy in this case to the effect that 
the assignment of the income is similar 
to security for a loan. This brings up 
another important point. If this is sim- 
ilar to a loan, should the income be 
reported when the royalty income is 
paid to the assignee; or should the 
assignor report the income in a lump 
sum when he assigned the oil payment 
rights. The government contended that 
the assignor should report the amount 
received as a lump sum in the year of 
the assignment. The Seventh Circuit 
held that the assignor realized income 
only as the royalties were received by 


the assignee. 


Tax Administration and Procedure 

May a Commissioner’s ruling be re- 
troactively revoked where the taxpayer 
acts in good faith in reliance on the 
ruling? The Supreme Court, in Auto- 
mobile Club of Michigan v. Commis- 
sioner, 353 U. S. 180 affirming 230 F. 
(2d) 585 (4/22/57; rehearing de- 
nied), held that the Commissioner is 
not estopped from retroactively revok- 
ing his 1934 and 1938 rulings exempt- 
ing the taxpayer from income tax 
where such rulings were based on a 
mistake of law. The Court stated that 
the Code, contrary to the taxpayer’s 
contention, does not forbid the Com- 
missioner from taking retroactive ac- 
tion, but confirms the authority of the 
Commissioner to correct any ruling, 
regulation or Treasury Decision retro- 
actively, and empowers him, in his dis- 
cretion, to limit retroactive application 
when necessary to avoid inequities. The 
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court found no basis for disagreement 
with the conclusion reached by both 
the Tax Court and the Court of Appeals 
that the Commissioner did not abuse 
his discretion in having dealt with the 
taxpayers upon the same basis as other 
automobile clubs. The Commissioner 
in 1945 notified the taxpayer that he 
had reconsidered its status in the light 
of a G.C.M. issued in 1943. The Michi- 
gan Automobile Club was then notified 
that it would be required to file tax re- 
turns, losing its exempt status retroac- 
tive to 1943. The taxpayer argued that 
the Commissioner could not, in the light 
of its previous rulings, require tax re- 
turns previous to 1945, when the tax 
exemption was revoked. The Supreme 
Court held that the Commissioner had 
authority to correct his mistake of law 
retroactive to 1943 in the light of the 
G.C.M. issued in that year indiscrimi- 
nately to all automobile clubs. The two- 
year delay in these circumstances did 
not vitiate the Commissioner’s action. 


Transferee Liability 

According to the Tax Court, a bene- 
ficiary of a life insurance policy may 
be liable, as a transferee, for taxes of 
the insured if the insured’s estate was 
insolvent at the time of death, and the 
insured had the power to change the 
beneficiary. The Tax Court has held 
that the beneficiary would be liable to 
the extent of the entire proceeds of the 
life insurance. The Sixth Circuit Court 
of Appeals has held that if the insured 
was not insolvent at the time he desig- 
nated the beneficiary, then the Govern- 
ment has no claim against the bene- 
ficiary. Other circuits have held that 
the beneficiary is liable as a transferee 
to the extent of the cash surrender value 
of the policy immediately prior to 
death. 

In the case of Mary Stoumen, et al.. 
27 T.C. No. 125 (3/28/57; appeal 


pending), the taxpayer retained the 
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right to change beneficiaries up to the 
time of his death and the payment of 
the insurance proceeds rendered the es- 
tate insolvent. The Government imposed 
transferee liability on the beneficiaries 
of the insurance to the full extent of 
the proceeds, 

In Jean F. Stern v. Commissioner, 
242 F. (2d) 332, reversing T.C. Memo 
1956-23 (C.A. 6, 2/26/57) ; cert. filed), 
the Sixth Circuit Court of Appeals held 
that transferee liability will not be im- 
posed on the beneficiary where his estate 
assets were insufficient to pay delinquent 
taxes. Decedent had retained the right 
to change the beneficiary and to draw 
the cash surrender value. The court 
stated that the government’s claim for 
taxes is held subject to state law which 
held that the beneficiary of life insur- 
ance is entitled to the full proceeds of 
the policy as against the creditors of 
the insured. 

The Tax Court in this case had said it 
would follow its own prior decisions in 
regard to transferee liability in spite of 
reversals by the Courts of Appeals. On 
reversal, the Sixth Circuit Court stated 
that the Tax Court like District Courts 
are bound to follow decisions pro- 
nounced by Circuit Courts of Appeals 
having jurisdiction over particular dis- 
tricts. The mere fact that it is a court 
having jurisdiction in the tax cases 
throughout the United States does not 
establish the Tax Court as superior in 
any aspect to the District Courts who 
are also bound to follow decisions of 
the Circuit Courts of Appeals. The Tax 
Court had said that since its jurisdic- 
lion is nationwide, it must apply its 
tules on a nationwide without 
limitation by the separate rules of the 
eleven different Circuit Courts. 


basis 


_ The Seventh Circuit agrees with the 
second Circuit in its reporting of U.S. 
V. Nelle A. Hoper, et al., 242 F. (2d) 


468, affirming in part, reversing in part, 
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144 F. Supp. 281 (D.C. 111) (CA. 7, 
3/20/57), where it held that a U.S. 
lien had superior rights to the extent of 
the cash surrender value of the policy. 
The Third Circuit similarly continues 
to hold that beneficiaries are transferees 
to the extent of the cash surrender value 
of the policies where the insured died 
insolvent. Its holding was such in U.S. 
v. Molly G. Bess, 243 F. (2d) 675, 
vacating 134 F. Supp. 467; (D.C.N.J.) 
(C.A. 3, (3/28/57) ; cert. filed), where 
it held that transferee liability is im- 
posed on a wife as beneficiary of pro- 
ceeds of decedent husband’s insurance 
policies to the extent of its cash surren- 
der value. Taxpayer under the circum- 
stances had the right to change the 
beneficiary as well as the right to bor- 
row upon the cash surrender value. 
At the time of issuance of the policies, 
the insured was solvent, but insolvent 
at time of his death. 

The fact that the Supreme Court has 
granted certiorari in the above cases 
should eliminate the distinctions of the 
various courts in this area. 

Traveling and Entertainment 

During the year 1957, accountants 
have been harassed by a policy adopted 
by the Internal Revenue Service with 
respect to the treatment of unsubstan- 
tiated traveling and entertainment ex- 
penses of officer-stockholders of closely 
held companies. The Service has taken 
the stand that unsubstantiated expenses 
disallowed to a closely held corporation 
are also taxable to the individual officer- 
stockholders. During the year 1957, 
several cases were decided by the Tax 
Court on this subject. In several of 
these cases the Commissioner was sus- 
tained on the principle of imposing the 
double tax. In other cases, the Com- 
missioner did not attempt to tax the 
disallowed expenses to the individual 
stockholders. In one case, a District 
Court allowed an unsubstantiated en- 
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tertaining allowance as a corporate de- 
duction, treating it as additional com- 
pensation to the recipient on the theory 
that the total compensation, including 
the expense allowance, was reasonable. 

The Home Sales Co., T.C. Memo 1957- 
78 (5/17/57), is a case in point. Hus- 
band and wife were sole stockholders of 
a corporation. They and their two sons 
were the employees. The husband-stock- 
holder was given $4,500 in a lump sum 
to reimburse him for expenditures made 
on behalf of the corporation for the 
year ended June 30, 1950. For the year 
ended June 30, 1951, his loan account 
was reduced by the amount of $4,500, 
again to reimburse him for expenses. 
The stockholder did not any 
records or receipts or other proof show- 
ing the nature or amounts of such al- 
leged expenses as the amounts claimed 
were estimated figures. 

The Tax Court found that the individ- 
ual stockholder had expended some 
monies and allowed the corporation a 
deduction of $1,000 out of the $4,500 
claimed, as ordinary and necessary busi- 
ness expense in each of the years in- 
volved. 

The stockholder was found to have re- 
ceived additional income of $3,500 for 
1950; his 1951 year was not involved 
for some unexplained reason. 

It is interesting to note that the cor- 
poration did not attempt to claim the 
$3.500 as additional compensation be- 
cause one of the other issues in the case 
was the reasonableness of compensation 
claimed by the corporation. 

In American Properties, Inc., 28 T.C. 
No. 127 (8/30/57), a case in a similar 
vein. the Court found that expenditures 
made in connection with the construct- 
ing, maintaining and operating racing 
boats did not constitute the carrying on 
of a trade or business but were incident 
to the personal hobby of its sole stock- 
holder. The corporation therefore was 
not entitled to any deduction for these 


keep 
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expenses or for depreciation on the 
boats. Furthermore, the sole shareliolder 
was held to have taxable dividend in. 
come for the amount expended. 

In Alex Silverman, 28 T.C. No. 121 
(8/28/57; appeal pending), a minority 
stockholder was induced to go abroad 
by the corporation which offered to pay 
his bride’s expenses on the trip. The 
Court found that the wife’s expenses 
were non-deductible to the corporation 
as her presence served no business pur- 
pose. The individual was held to realize 
taxable income for these personal ex- 
Silverman claimed that his 
bride’s expenses were a wedding gift of 
the corporation, but the Court held that 
the necessary elements of a gift did not 
exist between the corporation and its 
employee-stockholder. 

In W. Horace Williams, Sr. v. U. S., 
245 F. (2nd) 559, affirming —F. Supp. 
—(D.C. La.), (C.A. 5; 6/18/57). the 
taxpayer was suing for a refund of 
taxes. Under the facts of this case, the 
taxpayer was a 40 per cent stockholder 
of an engineering construction com- 
pany. He received $42,000 a year as 
salary and $6,000 a year as an expense 
allowance which the corporatidn de- 
ducted as entertaining expense. The 
lower court had previously held _ that 
the corporation did not have a deduc- 
tion for entertaining expenses as there 
was no substantiation of this item. It 
found, however, that the expense allow- 
ance was properly deductible as addi- 
tional compensation because even when 
added to the $42,000 salary, the com- 
pensation was still reasonable and there- 
fore deductible by the corporation as 
ordinary and necessary business ex- 
pense. The Fifth Circuit denied the re- 
fund to Williams for lack of substan- 
tiation of expenses claimed. However, 
in the companion lower court case of 
the corporation, the government did not 
appeal the allowance of the $6,000 as a 
deduction for additional compensation. 
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Management Advisory Services— 


Opportunities and Limitations 


By Max Brock, C.P.A. 


The Opportunities 


It may be stated, justifiably, that all 
accounting services for business con- 
cerns constitute management advisory 
services of one form or another. In 
some areas of the business world, par- 
ticularly that of companies not in the 
“hig business” category, the utilization 
of accountants for such services is al- 
ready extensive though far from its full 
potential. 

Accountants’ reports have, for many 
years, been utilized as aids in securing 
capital and credit, and as_ periodic 
suides to management in the analysis 
of their operations, efficiency, and 
profitability. In addition, accountants 
have increasingly acted as consultants 
and advisors to many of their clients, 
in varying extents, on all sorts of man- 
agement problems and in most every 
phase of their business. 

Thus, the approach to this subject is 
not one of novelty but rather that of 
the advocacy of a more conscious effort 
by the accountant to supply these ad- 





Max Biock, C.P.A. (N. Y., Pa.), a for- 
mer chairman of the Committee on 
Administration of Accountant's Prac- 
tice of the New York State Society of 
Certified Public Accountants, is a mem- 
ber of the firm of Anchin, Block & 
Anchin. Mr. Block is a lecturer at The 
City College of New York in the gradu- 
ale course on Accounting Practice. 
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visory services to all of his clients 
and in all respects that come within the 
realm of the needs of his clients and 
of his qualifications; also, that he offer 
these services as a regular part of his 
practice and that he organize and equip 
himself as necessary for the independent 
furnishing of these services. 

On the other hand, the conditions 
that place restraints on accountants in 
offering such services require equal 
consideration so that false hopes are 
not engendered and the development of 
the management services practice will 
be planned and carried out soundly 
and professionally. 


The Need for the Accountant’s 

Services 

It need hardly be pointed out that 
businessmen are faced with constantly 
changing and increasingly complex 
problems in the conduct of their busi- 
ness. Except for the very large com- 
panies that have enough expert vice- 
presidents to deal with every phase of 
their company’s operations, businesses 
must supplement their own limited man- 
agement organizations with outside aids. 
These aids are independent management 
engineering organizations and account- 
ing firms. 

Competition is so keen that there is 
a very high premium on managerial 
competence. Managements must have 
both data and advice with respect to 
costs and expenses, trends, variances 
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from standards, financial position, and 
many other subjects. Planning a busi- 
ness move requires information as to 
the tax consequences as well as a pro- 
jection of the outcome. Coping with the 
higher wages and employee benefit costs, 
which develop almost annually, creates 
the need for compensating economies, 
or for probing the possibilities and the 
amount of needed price increases, or 
checking the ability to absorb the higher 
costs. Other areas for service, well 
known to accountants, are too numerous 
to list. 

In this period of high, rigid overhead 
costs and inadequate profit margins, 
profit leaks cannot be tolerated for long 
without fatal consequences. Daily de- 
velopment of new methods. better ma- 
chines, substitute materials and prod- 
ucts, new promotion “gimmicks,” higher 
distribution costs—all these and other 
problems force the smaller businessman 
to seek and depend on supplementary 
business advisors. 

Helping business keep on the profit- 
able side is a boon to the whole busi- 
ness community. Bankers and_ other 
credit grantors have come to recognize 
the unique role of the accountant, and 
credit is extended more freely where 
there is confidence in management and 
the accountants. 

Lastly, the accountant also can play a 
role in our American society. It is well 
recognized that the existence of a demo- 
cratic, free enterprise system is de- 
pendent on the maintenance of a large 
body of small and medium sized busi- 
nesses. To the extent that accountants 
can help preserve their existence. they 
are providing a valuable public service. 


The Accountant’s Natural Advantages 
In many areas of management ad- 
visory services the accountant enjoys a 
natural advantage over other independ- 
ent advisors. Nevertheless there are too 
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many instances where the 
has been by-passed in management en- 
gagements either because he ignored a 
problem or made no effort to inform 
his client of it, or he did not have the 
experience to deal with it. 


accountant 


The ability to render technical and 
advisory services competently depends 
on the aptitude of the accountant for 
such work, his specialized education and 
training, the diversity and extent of his 
general experience, the intensity of his 
feeling for efficiency and organization, 
and a sound business instinct. It is not 
expected that accountants should try 
to become experts in every aspect of 
management. Many business situations 
do not require experts any more 
than every illness requires a medical 
specialist. 

It is important that the accountant 
be able to recognize existing problems 
or future needs and inform management 
of them. Those that he can properly 
deal with should become special engage- 
ments for him. As to the others, he 
should recommend the engagement of 
competent independent specialists and, 
where practical, collaborate with them. 


The frequent contacts that most ac- 
countants have with their clients give 
them an enormous advantage over 
strangers in dealing with a large num- 
ber of common management problems. 
This advantage should be recognized by 
both the accountant and his client. 
Much time, at considerable cost, must 
be expended by an independent man- 
agement counselor to “learn the ropes” 
of a business and get to know the per- 
sonalities that constitute it. Ordinarily 
an accountant has accumulated _ this 
knowledge and knows the strengths and 
weaknesses of the principals and key 
men, and the bottlenecks and vulnera- 
bilities of a company. 

The diversity of an accountant’s ex: 
perience, or his specialization, have pro- 
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vided a broad base of observation. He 
has dealt with well-managed companies 
and observed “what made them tick.” 
He has watched companies slide into 
bankruptcy and recognized their fail- 
ings. To an alert, competent person, 
possessing an accountant’s training and 
experience, these observations provide 
a most important base from which to 
supply advice to managements. 

An accountant can conveniently fol- 
low up his recommendations and the 
working out of his installations because 
he usually is located close to the client 
or because of interim accounting func- 
tions. Some of the follow-up observa- 
tions can be made in connection with 
audits. This benefit to the client is 
not a small matter, either in terms of 
accomplishment or in cost savings. 


Common Areas of Service 


Here are a dozen broad fields of 
management services that accountants 
are, in varying degrees, qualified to 
furnish. These alone, it should be 
observed, constitute an enormous op- 
portunity for constructive service to 
clients as well as a source of gratifying, 
profitable engagements for accountants. 

1. Accounting and clerical systems 
for office, factory, distribution, ete.— 
installation and modernization. (In- 
cludes accounting machines.) 

2. Survey and improvement of in- 
ternal control. 

3. Cost systems for production, dis- 
tribution, service, etc.—installation and 
modernization. 

4. Development of cost estimating 
methods, where formal cost systems are 
not employed. 

5. Establishment of formulae for the 
determination of selling prices and ser- 
vice rates, 

6. Budgets—installation and mod- 
ernization. 
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7. Internal reports—recommendations 
as to reports to be prepared for man- 
agement by company employees and 
development of forms. 

5. Analysis of operating statements 
and review thereof with management 
to bring out deficiencies and trends. 
Creation of efficiency standards and 
guides to profitability of products, 
branches, departments, personnel, ter- 
ritories, etc. 

9. Analysis of financial position 
statements and counsel as to measures 
for short- and long-term financing, cor- 
rection of inadequate turnover of re- 
ceivables and inventories. etc. 

10. Investigations and tax planning 
preliminary to business transactions 
such as absorptions, mergers, expansion 
of physical facilities and business op- 
erations, capital investments, etc. 

11. Personnel relations matters— 
profit-sharing and pension plans, key- 
man compensation, labor union nego- 
tiations, incentive plans, etc. 

12. Measures relating to perpetuation 
of the business—training understudies, 
shifting control, estate planning for 
business owners, insurance, etc. 

All of the foregoing services have 
their roots in accounting and tax 
knowledge and in a broad understand- 
ing of the principles of sound business 
management.! 

The results of a survey by the AICPA 
Research Department of the type of 
services actually supplied by a repre- 
sentative cross-section of the profession, 
have recently been publicized and 
should also be of interest.” 


Other Areas of Management Services 


There are other types of service that 
a relatively small number of accounting 
firms are qualified to provide because of 
the inclusion of non-accounting  spe- 
cialists in their organizations, either in 
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the partnership or staff ranks. Some ac- 
countants have unusual backgrounds of 
schooling and experience, or have de- 
veloped specialized business and indus- 
try knowledge which equip them for un- 
common services. A small number of 
firms (though large in size) have sub- 
stantial industrial engineering or man- 
agement advisory service departments 
(various titles are used) which provide 
many types of non-accounting base ser- 
vices. 

In October 1956 the Committee on 
Management Services by CPAs of the 
American Institute of CPAs issued, for 
consideration by the Institute member- 
ship, a pamphlet entitled “A Classifica- 
tion of Management Services by CPAs.” 
Therein are listed a large number of 
services that, presumably, can and are 
being provided by accountants. Some 
of them, however, have no roots what- 
soever in the field of accounting ser- 
vices, for example: 


PRODUCTION 

Investigation of new plant location 

Advice on types of equipment 

Survey and evaluation of produc- 
tion methods 

Survey of warehouse layout and 
space utilization 

Survey of material handling 


SALES 
Development of market potentials 
and quotas 
Advice as to packaging methods 
Analysis of markets 
Study of advertising methods 


SAFETY AND HEALTH PROGRAMS 


The issuance of the pamphlet is an 
important act of recognition of the fact 
that management services no longer are 
a casual matter for accountants. Its ob- 
jectives are meritorious and should be 
a boon to business as well as the ac- 
counting profession. However, in one 
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respect this writer is strongly critical, 
namely insofar as the very rare and 
occasional services, such as “safety and 
health programs” or “advice as to pack- 
aging methods” are mingled, without 
any distinction, with services such as 
“development of cost accounting meth- 
ods and procedures” and “designing 
and assisting in the installation of the 
general accounting system.” 

It is this writer’s personal view that, 
though the pamphlet contains cautionary 
comments, the inclusion of the unusual 
and rare services is disparaging to the 
large body of accounting practitioners 
who do not, and probably never will in 
the foreseeable future, provide such ser- 
vices. This writer has been an early 
advocate® of the expansion of account- 
ing services and believes that account- 
ants may perform any services that are 
not in violation of the Institute and State 
Society codes of professional ethics and 
which they are competent to perform. 
However, publicity should be given only 
to the large, broad areas of service that 
the bulk of the practitioners can_rea- 
sonably provide. The rare and unusual 
ones may be mentioned, as a group, by 
a reference to the fact that some firms 
are equipped to provide other more 
technical, specialized management en- 
gineering services. We must be mind- 
ful of the fact that copies of these pam- 
phlets will ultimately circulate amongst 
businessmen, bankers, and others.* 

An interesting and thought-provoking 
criticism of the pamphlet was expressed 
in an article by Professor Charles Law- 
rence which appeared in the October 
1957 issue of THE New YorK CERTIFIED 
Pusiic Accountant? 


Organizing for Management Services 

Extension of management services 
from a casual operation to an organized 
activity requires certain preliminary ac- 
tion. The amount and kind of prepara- 
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tion will obviously vary with the present 
status of the practitioner—namely, the 
size and composition of the firm and 
the number, size, and type of its clients. 
A program of preparation is here pre- 
sented to cover the average needs. 
Adaptations can be made to suit the in- 
dividual desires and requirements. 

y should be made as to 
the most urgent needs of the clientele, 
and those which the accounting firm can 
most readily and effectively meet. The 
majority of practitioners will probably 
find that four service requirements may 
be dominant, namely: 


1. A survey 


(a) Improvement of accounting sys- 
tems and the reduction of paper 
work, 

(b) Cost determinations — integrated 
cost system installations or other 
methods for cost estimating. 

(c) Operating and financial budgets 
and forecasts. 

(d) Assistance in short- and long- 
range financing plans. 

Whatever the dominant services in 
any instance, it is these to which the 
accountant should cater at the outset. 
Inexorably, the scope will enlarge as 
the practitioner deals increasingly with 
such services. An article by Joseph L. 
Brock, CPA,® deals effectively with this 
preparatory phase. 

2. Partners should inventory their 
skills, aptitudes, specialized training and 
experience, and their special interests. 
For example, some accountants may 
have engineering degrees; some may 
have taken courses in specialized sub- 
jects. Other accountants may have in- 
tensive cost system installation experi- 
ence; others may have had broad bud- 
get experience in industry before enter- 
ing public accounting. One accountant 
may be very much interested in, and 
ingenious with, general system installa- 
tions and have a good knowledge of 
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punch-card equipment. Another account- 
ant may have a natural instinct for 
business promotion and can be helpful 
in analyzing and discussing problems 
that confront executives in the consider- 
ation of such matters. These abilities 
and experiences can be pooled to be 
used when and where needed. 

Some staff members may also have 
had specialized training and experience 
and they can be added to the talent pool. 
Partners and staff members can take 
specialized courses in such subjects as 
will be useful in their work and plans. 
There are relatively short courses offered 
in industrial engineering systems, costs, 
budgets, management principles, and 
other pertinent subjects. 

A program of planned reading of 
books on management subjects will speed 
up the process of becoming familiar with 
any aspect of management. Subscrip- 
tions to trade magazines and to the 
releases by organizations such as the 
Society for the Advancement of Man- 
agement or of the American Manage- 
ment Association will make available a 
wealth of reference material. Member- 
ship in the National Association of Ac- 
countants and reading of its NAA Bul- 
letin are virtually mandatory. Pam- 
phlets issued by the Federal Small Busi- 
ness Administration are also very 
helpful. 

Office machinery manufacturers and 
printers of forms are continuously en- 
gaged in research and development and 
they supply their experience and knowl- 
edge free, and lavishly, in circulars and 
pamphlets. Their salesmen and system 
experts are available for consultation 
and cooperation. Accountants should 
get on the mailing lists of companies 
such as Remington Rand, Burroughs, 
Hadley, Underwood, International Busi- 
ness Machines, and other outstanding 
companies too numerous to list. Their 
catalogues and pamphlets should be kept 
in files by industry or subject, together 
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with the other related material that may 
be needed for reference. 

As accountants have the occasion to 
work with specialists they should ac- 
quire knowledge and experience thereby. 
Even as they observe their clients at 
work, in the plant, sales room, or the 
office, they should be attentive to the 
mechanics of their operations. What 
better school can there be than the well- 
managed, successful business which the 
accountant can observe 
from a most beneficial vantage point? 

Discussions amongst partners and staff 
used in management work, at reason- 
ably frequent intervals, as to noteworthy 
experiences and achievements can be 
very helpful. The references to new 
ideas picked up by each are a quick 
way to spread valuable information 


continuously 


amongst those concerned. 

If practical, a staff man, who has had 
good experience in the field of cost 
and system work, should be employed 
as a nucleus of a special service depart- 
ment, with all of his time to be devoted, 
if needed, to the special service engage- 
ments. If he happens to be an account- 
ant, he can be helpful on accounting 
work in his spare time. 


Obtaining and Handling Engagements 

In their capacity as analysts of op- 
erating statements and balance sheets, 
accountants come into contact, directly 
or indirectly, with virtually every phase 
of management. To illustrate, assume 
that a client manufacturing company 
has suffered a decline in gross profit 
margin and solicits the accountant’s aid 
in determining the causes. Countless 
factors might be involved in such a sur- 
vey and any number of them could be 
found to be contributory. These are 
some of the questions that could be 
raised in such an investigation: 

1. Is the cost increase due to a de- 
cline in unit production not adequately 
overcome by a decrease in overhead? 
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2. Did component costs increase with- 
out corresponding sales price adjust- 
ments ? 

3. Has there been any deterioration 
in machine or labor efficiency ? 

4. Are there any leaks in the re. 
ceiving or shipping of merchandise, 
leading to unrecognized higher cost of 
goods sold? 

5. Has there been a sharp increase 
in spoilage of materials? 

6. Has there been an accidental in- 
crease in the formula use of raw mate. 
rials per unit produced? 

7. Is there any large scale pilferage 
by employees or others? 

Etc., etc. 

Each question leads into some differ. 
ent phase of management. To illustrate, 
question (2) would require an inquiry 
into the fluctuation in raw material costs 
and related sales price increases. Ques- 
tion (3), in part, concerns matters such 
as the “up-to-dateness” of the equipment 
and processes, machinery breakdowns 
and maintenance, efficiency of operators, 
soundness of production planning, etc., 
whereas, as to labor efficiency, there are 
problems of personnel relations, working 
conditions, soundness of compensation 
methods, training program, methods of 
engineering, and numerous other mat- 
ters. 

Turning to the balance sheet one may 
observe that accounts receivable are too 
high in relation to the usual terms of 
sale and the sales volume. What is 
wrong? It might be any one or more 
of these circumstances, each one of 
which involves some phase of manage- 
ment: 

1. The credit department may be 
deficient. 

2. Collection efforts are inadequate. 

3. A poor class of customers is in- 
volved. 

4. Sales invoices may not be sent 
out promptly. 
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5. Someone may be holding out cus- 
tomers payments. 

6. There are excessive controversies 
with customers due to differences as to 
quality, price, or delivery date; result- 
ing in delays in payments. 

Etc., ete. 

Inasmuch as the profession’s codes of 
ethical conduct prohibit advertising and 
solicitation, the practitioner is limited 
to his own clientele as the area in which 
he will function. This, at the very out- 
set, influences the scale of his organi- 
zation and the scope of his services. How 
would one go about advising his clients 
about the additional services he has to 
offer? The simplest form is by word 
of mouth. There surely must be nu- 
merous occasions when an accountant 
can, with propriety, point out a need 
for cost or budget work, or a survey 
to reduce paper work, or to tighten up 
internal control. He then also could 
point out that his organization can sup- 
ply the service and then undertake to 
work out a special engagement there- 
for. A partner’s mention of some out- 
standing achievements of his manage- 
ment department, in a casual conver- 
sation with a client, will very likely stir 
up interest on the part of the listener 
in helpful services for his own company. 
The term “department” need not be 
taken literally; it often is a convenient 
term of reference. 

It is strongly urged that a manage- 
ment service engagement be undertaken 
only with adequate understanding of 
what is required and honest appraisal 
of the ability to carry it out competently, 
economically, and in a reasonable pe- 
riod of time. There should be no reluc- 
lance to call in, when necessary, inde- 
pendent specialists for collaboration. An 
engagement poorly carried out may not 
only result in loss of the fee but also in 
a loss of an accounting client. 


The engagement should, whenever 
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practical, be carried out independently 
of the accounting services. It should be 
followed up by a report and a review of 
such report with the client. Some firms 
have a different type of stationery for 
their management departments, to give 
the department an aspect of independ- 
ence from the accounting department. 

When new accounting clients are ob- 
tained it would be very advisable to 
arrange for a “management survey” at 
an early opportunity. Such a survey 
may disclose surprising conditions and 
result in a quick creation of confidence, 
goodwill, and a more liberal reaction to 
the initial fee proposals. 


Fee Arrangements 


In general, fees for management ser- 
vices should be on a level consistent with 
the importance of the services, the ex- 
pected achievements, and the calibre of 
personnel involved. The per diem scale 
should be no lower than for accounting 
personnel of comparable rank, and a 
higher scale is usually justifiable on 
the grounds of the special nature of the 
engagement and the unusual talents and 
experience required. 

Management advisory services may be 
classified into two major categories: 
first, the special, one-time engagements, 
and second, the year-long continuous 
consultation services. The first is billed 
upon completion or, if extensive, on an 
interim basis; the second may or may 
not be billed, dependent on the account- 
ant-client relationship. 

With respect to the special engage- 
ment service, a per diem rate basis is 
the most common and convenient one 
employed. It eliminates the speculative 
element as to time but unfortunately 
does not provide for accomplishment. 
However, it is the uncertainty as to ac- 
complishment that is a major factor in 
the procrastination of clients in decid- 
ing on special services and in the deter- 
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mination of the fee basis. If the accom- 
plishment difficulty cannot be overcome 
by the accountant on the basis of confi- 
dence or by convincing evidence then 
the following approaches may be effec- 
tive: 


1. An agreement on a ceiling price 
for the services either at a fixed amount, 
or, better yet, a maximum fee range, 
that is, a minimum and maximum be- 
tween which the fee would fall. 


2. Inasmuch as such a fixed fee ar- 
rangement may not constitute adequate 
compensation for anticipated extraordi- 
nary accomplishment, the practitioner 
might attempt to include in the fee 
agreement a provision to the effect that, 
in the event of better than anticipated 
results, the client will agree to discuss 
an upward adjustment of the fee. The 
adjustment may involve placing the 
fee on a full per diem basis, if that will 
serve the purpose, or a lump sum deter- 
mined by mutual agreement after a re- 
view of the record. It may be assumed 
that if the client has obtained substan- 
tial satisfaction he will probably be 
amenable to a rectification of the inade- 
quacy of the fixed fee. 


3. If the client can be so persuaded, 
the fee settlement can be left to a time 
after the engagement has been com- 
pleted. Then the two parties may review 
the time record and results and a fair 
fee agreed upon. This arrangement may 
prove to be most equitable in many 
cases because if the results are poor the 
fee will be low, but if the results are 
very satisfactory a better than average 
fee will result. 

4, Even a per diem basis fee arrange- 
ment may have an achievement reward 
clause if the fixed per diem rates are 
lower than the initially proposed scale. 


As to the second group of services, 
the casual year-long consultation serv- 


138 


ices that are provided in the form of 
conferences and telephone discussions, 
the matter of fee is tied up with a num. 
ber of obvious facets of the acccuntant- 
client relationship. Where such services 
consume considerable principal time, 
year after year, compensation therefor 
is obviously warranted. In such jin. 
stances, too, achievement of an extraor- 
dinary nature should not go unre. 
warded. A fee arrangement for this type 
of service might properly be an annual 
retainer, the amount of which is to be 
reconsidered in the event of extraordi- 
nary circumstances. A fee for such serv- 
ices should not, preferably, be merged 
with a fee for auditing services. Thereby 
the advisory services are given the im- 
portance and separate compensation 
that they deserve. As a practical mat- 
ter, however, expediency may dictate 
in some cases the inclusion of the casual 
management conference services in the 
annual accounting retainer, but with 
clear-cut recognition thereof. 


The Limitations 


The enthusiasm engendered by the 
recognition of the potentialities. of the 
field of management advisory services 
must be tempered by the realization that 
there are several inherent limitations, to 
wit: (1) professional limitations and 
(2) practical limitations. 


Professional Limitations 


The ethical codes of the American 
Institute of CPAs and of the New York 
State and perhaps many other State 
CPA societies, as well as state laws, 
impose restraints, directly or indirectly, 
on the operation and development of 
the management department through 
provisions relating to the following: 


Solicitation 
Advertising 


Use of CPA’s name 
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Division of fees and profit 
with laity 

Incompatible occupations 

Contingent fees 

Competitive bidding 


Forecasts 


In addition, questions have been raised 
as to the likelihood of conflict with 
concepts of independence, client confi- 
dences, competence, and the departure 
from the traditional province of public 
accounting, all of which are deserving 
of thought. 

There appears to be a general con- 
currence that the professiona. rules of 
conduct apply to non-accounting activi- 
ties undertaken by a CPA within an 
accounting firm, and even to those out- 
side of an accounting firm if the latter 
activities are of a type commonly sup- 
plied by CPAs. The term “commonly” 
does not mean “performed by many 
accountants” but refers rather to a ser- 
vice that is not unusual for accountants. 

There are certain activities that are 
engaged in by non-accountant manage- 
ment engineers that are prohibited to 
CPAs or as to which they do not have 
as much flexibility, to wit: 


1. Use of a corporation for manage- 
ment services. A firm of CPAs may not 
use a corporation to furnish services 
that are commonly supplied by CPAs. 
They may not be officers, directors, 
stockholders, representatives or agents 
of a corporation supplying accounting 
services — and management services 
commonly provided by accountants con- 
stitute public accounting services. 


2. Management firm partnerships of 
CPAs and non-accountants. If such a 
partnership violated the rules of pro- 
fessional conduct, the CPA members 
would be in violation unless they could 
demonstrate that the firm’s services were 
not commonly supplied by CPAs, which 
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is not likely in a broadly constituted 
firm. If this contention could be sup- 
ported, the CPAs might run afoul of 
the “incompatible occupation” pro- 
vision on the ground that the manage- 
ment partnership might be used as a 
feeder for the accountant partnership. 
The same position would hold if the 
management entity were incorporated. 


3. Non-CPA partners in accounting 
firms. If a non-accounting specialist 
were made a partner in an accounting 
firm, to supervise management services, 
what might be the professional code 
involvements? No definitive answer is 
presently possible. Assuming that an 
actual situation exists, these are the 
possibilities: 

(a) If the non-accountant were not 
a member of a recognized profession, it 
is likely that the sharing of profits with 
him would be a violation of the “non- 
sharing with laity” rule. 

(b) If the non-accountant were a 
member of a recognized profession, say 
a civil engineer, it is less certain that 
the non-laity rule applies but it con- 
ceivably would be held applicable. 


Partnerships with other professionals 
apparently are not specifically barred 
but there is a move underway to bring 
this about. State laws would also bear 
on this arrangement since most states 
have rules prohibiting the practice of 
public accounting by a partnership in- 
cluding a  non-accountant partner; 
moreover, the firm could not use the 
title Certified Public Accountants in 
any state. 


4. Employment of experts as mem- 
bers of staff. There presently appears 
to be no prohibition against the employ- 
ment of non-accountants as members of 
a CPA firm staff to furnish services that 
are proper for an accounting firm. How- 
ever, there appears to be a strong senti- 
ment in support of the contention that 
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no firm should render a service through 
a staff man that a partner is not quali- 
fied to supervise. Thomas G. Higgins, 
CPA, remarked as follows on this im- 
portant point. 

While there is a wide area of disagree- 
ment as to what work can be properly per- 
formed by a practicing CPA, particularly in 
the area of management services, it seems 
clear that an accounting firm should not offer 
to render services which could not be super- 
vised or evaluated by at least one partner.? 


A similar contention was made by Ira 
N. Frisbee, CPA, writing on the ethical 
problems of management services.* 


5. Advertising and solicitation. These 
two promotional avenues are closed to 
CPAs, thereby limiting their manage- 
ment services to their own clients and 
referrals. Thus, the management or- 
ganization should, as a practical matter, 
be consistent with the size, nature, and 
number of clients and their foreseeable 
needs, 


Practical Limitations 


The practical limitations are those 
imposed by the following factors: 


1. Composition of the accounting 
firm—number of partners and staff, and 
their backgrounds. 


2. Willingness of the firm to expand 
its operations into new fields. 


3. Composition of the clientele—size, 
nature and number of clients. 


Some practitioners have expressed 
their dismay at the idea of the pro- 
fession deliberately enlarging its scope 
to include management services. They 
feel that the profession is already 
plagued with too many problems to vol- 
untarily add new ones. Management 
and manpower problems might be “the 
straw to break the camel’s back.” 
Accounting schools, they also assert, 
do not train management personnel. 
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These attitudes may have a defeatist 
or pessimistic air, but they may also be 
very realistic. Practitioners are there- 
fore urged not to start “whooping it 
up” until they have soberly reflected on 
what they are undertaking. 

Nevertheless, it is unlikely that the 
trend can be arrested; the need for the 
services exists and it must be satisfied. 
Those who can meet the challenge will 
move forward; those who do not or 
cannot will stand still or fall behind, 

The experience of one accounting 
firm is cited to illustrate what may be 
encountered. Its clientele was essen- 
tially in manufacturing enterprises. A 
management staff of three was employed 
largely on cost-system and _ expense- 
control services. In time, the force had 
to be contracted, one man at a time, as 
the need for their services diminished 
until all three were gone. Apparently 
the clients’ initial problems had _ been 
cleaned up and the continuing services 
could be handled by the regular ac- 
counting staff. Other such situations 
undoubtedly have developed and will 
continue to arise. This points up the 
fact that the facilities contracted for by 
CPAs for management services should 
have a flexibility that will not leave a 
firm with expensive space or a half-busy 
staff and little extra income. 


Conclusion 


The opportunities for constructive 
and rewarding service to clients in the 
field of management are considerable 
and challenging to the profession, de- 
spite the assumed and imposed limita 
tions. The development of these ser- 
vices, strangely, may increase the em 
ployment of existing management spe- 
cialist organizations because accountants 
will increasingly stimulate their utiliza- 
tion by clients. Our relations with other 
professions and specialized groups will 
develop a greater intimacy as collabora 
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New York State Tax Forum 


Conducted by BENJAMIN Harrow, C.P.A. 


Real Estate Corporation—Change of Classification . . 
Income Tax—Definition of Dividends 


. Personal 
Insurance Brokers— 


Status Under Unincorporated Business Tax. 


Real Estate Corporation—Change of 

Classification 

We have frequently called attention 
to the fact that the classification of a 
real estate corporation will be changed 
to that of a business corporation if the 
property of the real estate corporation is 
used by a business corporation that con- 
trols the real estate corporation. This is 
provided for in Section 211.4 of Article 
9A. 

But Section 182 of Article 9 provides 
that any corporation classified as a real 
estate corporation, which becomes tax- 
able as a business corporation, must pay 
an additional tax of 2 per cent on the 
amount of its surplus at the time of such 
change of classification. The Commis- 
sion takes the position that surplus sub- 
ject to the additional tax includes earned 
surplus and surplus resulting from ap- 
preciated values. 





BENJAMIN Harrow, C.P.A. and mem- 
ber of the New York Bar, has been a 
member of our Society since 1928. 
Formerly a Professor of Law at St. 
John’s University, Mr. Harrow is a 
past vice-president of our Society. The 
committees of his present or past serv- 
ice, as member or chairman, include 
Federal Taxation, New York State Tax- 
ation and Estate Planning. He is en- 
gaged in practice in New York City. 
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Suppose the book value of real estate 
is $100,000 and the assessed value 
$125,000. Upon a change in classifica. 
tion the appreciation of $25,000 in as. 
sessed value over the book value will be 
considered part of the surplus subject to 
the 2 per cent tax. Suppose the prop- 
erty is later sold for $150,000. Is 
the corporation subject to a capital gain 
of $25,000 or $50,000? In our opinion, 
the basis for determining gain remains 
$100,000, the book value. There does 
not appear to be any authority in the 
law for stepping up the basis of the 
property to the corporation, merely be- 
cause it has been subjected to a 2 per 
cent tax on a surplus that included an 
appreciation in the value of the property. 

If the property actually had been 
distributed to the stockholders, in a li- 
quidation for example, the latter would 
take the property at least at the assessed 
value, and as to them the basis would be 
stepped up and of course the corpora- 
tion would be subject to the 2 per cent 
tax on any appreciation over book value. 


Personal Income Tax—Definition of 
Dividends 
The attorney general was recently re- 
quested to reconsider an earlier opinion 
(1953 atty. gen. 189) which held that 
distributions to stockholders of surplus 
resulting from appreciation in value of 
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New York State Tax Forum 


corporate assets were dividends taxable 
as ordinary income. Specifically, the at- 
torney general was asked to reconsider 
his earlier opinion in the light of Com- 
missioner V. Gross* which held that such 
a distribution was a return of capital 
and subject to tax as a capital gain, and 
not as ordinary income. 

The attorney general confirms his 
earlier opinion and holds that the con- 
struction by a federal court that such 
a distribution was a capital gain under 
federal law does not control with re- 
spect to the state law. The attorney gen- 
eral is of the opinion that the defini- 
tion of dividend in the Tax Law (Sec- 
tion 350(81)) includes a distribution 
made from a surplus resulting from an 
appreciation in value of corporate as- 
sets. 

The statute defines dividend as any 
distribution by a corporation out of its 
earnings or profits. Says the attorney 
general, an appreciation in the value of 
capital assets of a corporation is an 
“earning” or “profit” on the basis of 
which a dividend may be paid. He goes 
on to say that the Gross case is readily 
distinguishable considering differences 
hetween the language of the federal law 
and the state law. 

In our opinion the attorney general 
isin error. He is broadening the defini- 
tion of income to include income in the 
economic sense. But taxable income is 
narrower than that. Taxable income 
must be the result of a completed trans- 
action, generally a sale or exchange of 
property. Taxpayers affected by the 
ruling will probably seek an adjudica- 
tion of this issue in the courts. 


Insurance Brokers—Status Under 
Unincorporated Business Tax 


One of our members asks, “Would 
you advise insurance brokers to com- 


* 236 F. (2d) 612; CA 2, 1956. 
** Recht & Kutcher v. Graves (1939), 257 
App. Div. 889. 
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mence an action to be exempt from un- 
incorporated business tax?” 


We assume that our member seeks the 
exemption on the ground that the broker 
is an employee receiving a commission 
or salary for his services and not an 
independent agent. The commission con- 
siders them independent agents probably 
because they are so held under the So- 
cial Security Act. An ordinary sales- 
man employed on a salary or commis- 
sion basis, with or without a drawing 
account, is not an independent agent 
subject to the unincorporated business 
tax. 

We would not advise insurance brok- 
ers to seek exemption from the unincor- 
porated business tax on the ground that 
they are employees. What about exemp- 
tion on the ground that they are en- 
gaged in a profession in which more 
than 80 per cent of gross income is de- 
rived from personal services and in 
which capital is not a material income- 
producing factor. 

The Tax Commission has defined a 
profession as including “any occupation 
or vocaiion in which a professed knowl- 
edge of some department of science 
or learning is used by its practical ap- 
plication to the affairs of others, either 
advising, guiding, or teaching them, and 
in serving their interests or welfare in 
the practice of an art founded on it.” 
The word implies attainments in pro- 
fessional knowledge, as distinguished 
from mere skill, and the application of 
such knowledge to uses for others as a 
vocation. 

Exemption under this section has been 
a much litigated one. In fact the court 
has held** that persons operating a gen- 
eral agency for a life insurance com- 
pany were not engaged in an exempt 
profession. The Tax Commission as- 
sociates the term profession with knowl- 
edge acquired in a school of learning, 
preferably leading to a degree. 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


Accountants’ Certificates in Initial Examinations 


In last month’s issue of this magazine 
we discussed briefly the question of 
in examinations 
which represent an accountant’s first 
contact with the client. In such cases 
accountants ordinarily will not have ob- 
served the taking of opening inventories 
and consequently may be faced with a 
problem in certifying the income state- 
ment. As we stated last month the 
question is particularly pertinent in SEC 
practice because a public offering of 
securities is frequently the reason for 
engaging an independent accountant to 
examine and report upon the financial 
statements of a company. 

It may be interesting and informative 
to examine a few typical certificates is- 
sued by accountants faced with the situ- 
ation we have been considering. 

The examples which appear below 
were taken from prospectuses actually 
filed with the SEC but all names have 
been omitted. These examples are fur- 
nished not as recommendations but as 
illustrations of how the problem has 
been dealt with by some accountants. 
From the fact that these certificates ap- 
pear in final offering prospectuses, it 
may be assumed that they were accept- 


able to the staff of the SEC. 


opening inventories 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccounTING PRACTICE AND PRo- 
CEDURE. 
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EXAMPLE 1 

We have examined, etc., as at August 
10. 1957, and the related consolidated 
statements of profit and loss and earned 
surplus for the three fiscal years 1954, 
1955 and 1956 and for the thirty-two 
weeks ended August 10, 1957. Except 
as described in the following paragraph, 
our examination was made in accord- 
ance with generally accepted auditing 
standards, and accordingly included 
such tests of the accounting records and 
such other auditing procedures as we 
considered necessary in the circun- 
stances. 

We had not made examinations prior 
to August 10, 1957 and were therefore 
unable to follow generally accepted au- 
diting standards with respect to the in- 
ventories at dates prior to August 10. 
1957 which were used in determining 
cost of goods sold for the three years 
and thirty-two weeks ended August 10. 
1957. However, our examination dis- 
closed no information which would lead 
us to believe that those inventories and 
the cost of goods sold are not fairly 
stated. 

In our opinion, the accompanying 
balance sheet presents fairly the financial 
position of (Company) at August 10. 
1957 and. with the explanation in the 
preceding paragraph as to the limitations 
on inventory examinations, the results 
of operations for the three fiscal years 
and the thirty-two weeks then ended, in 
conformity with generally accepted ac: 
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EXAMPLE 2 


We have examined the Consolidated 
Statement of Assets and Liabilities of 
4 (Company) at December 31, 1951 to be 
transferred on December 31, 1952 as 
then existing as listed in the accompany- 
ing index and the Statement of Profit 
and Loss for the three years ended De- 
cember 31. 1951. Our examinations 
were made in accordance with generally 
accepted auditing standards, and accord- 
ingly included such tests of the account- 
ing records and such other auditing pro- 
cedures as we considered necessary in 
the circumstances. Physical inventories, 
taken annually by the Company during 
the fifteen years we have been auditing 
the accounts, have been subjected to all 
auditing procedures except that of test- 
checking quantities which was omitted 
by agreement because the stock of the 
corporation has been closely held. Based 
upon such examination we have no rea- 
son to believe that the inventories re- 
lected in the statements are other than 
fairly stated. We have previously made 
annual examinations, similar in scope, of 
the consolidated financial statements of 
for the two ended 
December 31, 1948 and have reviewed 
the summary of earnings included in 
the Prospectus for the five years ended 
December 31, 1951. 

In our opinion, with the qualification 
implicit in the foregoing paragraph, (1) 
the accompanying Consolidated State- 
ment of Assets and Liabilities of (Com- 
pany) at December 31, 1951 to be trans- 
ferred on December 31, 1952 as then 
existing and the Statement of Profit and 
Loss present fairly the consolidated po- 
sition of such net assets and the results 


(Company ) years 


of its consolidated operations for the 
three years ended December 31, 1951 
and (2) the summary of earnings pre- 
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sents fairly the net operating consoli- 
dated profit or loss from operations be- 
fore taxes for the five years ended De- 
cember 31, 1951, in conformity with 
generally accepted accounting principles 
applied on a consistent basis. 


EXAMPLE 3 


We have examined, etc., as of May 4, 
1957 and the related statement of con- 
solidated earnings and retained earnings 
for the three years and eighteen weeks 
then ended. Our examination was made 
in accordance with generally accepted 
auditing standards, and accordingly in- 
cluded such tests of the accounting re- 
cords and such other auditing proce- 
dures as we considered necessary in the 
circumstances. 

We were not engaged as auditors of 
the company until Mareh 1957 and 
therefore it was not possible for us to 
observe physical inventories taken with 
respect to the year ended December 29, 
1956 and prior. Moreover, records were 
not available with respect to physical in- 
ventories taken for years prior to and in- 
cluding the year ended December 31, 
1954. The inventories not observed by 
us were tested against available inven- 
tory records and other operating data 
and although there may be variations 
which would affect the reporting of in- 
come or loss between the various years, 
nothing came to our attention which 
would indicate that the inventories are 
not fairly stated. 

In our opinion, with the foregoing 
explanation as to the limitations on in- 
ventory examinations, the accompanying 
halance sheet and related statement of 
consolidated earnings and retained earn- 
ings. in so far as it relates to the three 
years and eighteen weeks ended May 4, 
1957 present fairly the financial position 
of (company) at May 4, 1957 and the 
results of operations for the periods 
stated, all in conformity with generally 
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accepted accounting principles applied 
on a basis consistent in all material re- 
spects. 

EXAMPLE 4 


We have examined the financial state- 
ments of (Corporation) as listed in the 
accompanying index. Except as_indi- 
cated in the succeeding paragraph, our 
examination was made in accordance 
with generally accepted auditing stand- 
ards. and included such tests of the ac- 
counting records and such other auditing 
procedures as we considered necessary 
in the circumstances. 

Since this is our initial examination 
of the financial statements of (Corpora- 
tion). we were not in attendance to ob- 
serve procedures followed in determining 
physical quantities recorded in the in- 
ventories for any year prior to 1954. 
Such inventories, however, are in agree- 
ment with (Corporation’s) physical in- 
ventory sheets which we inspected and 
tested as to arithmetical accuracy and 
pricing. As stated in Note 2 to the finan- 
cial statements, it has been the Com- 
pany’s consistent policy to include in its 
physical inventories only such material 
as is currently active. and to exclude 
from inventories any item in which there 
has been no movement during a period 
of six months prior to physical inven- 
tory taking. Based on auditing tests 
which we were able to apply, we have 
no reason to believe that any significant 
amounts of such inactive inventories 
excluded at December 31, 1954 and in 
prior years have been subsequently used 
in production or sold. 

In our opinion, with the explanation 
in the preceding paragraph relative to 
inventories, the accompanying balance 
sheets and statements of earnings and 


146 


Accounting at the SEC 





earnings retained in the business present 
fairly in all material respects the finan. 
cial position of (Corporation) at De. 
cember 31, 1954 and the results of their 
operations, individually and combined, 
for the five years and three years, re- 
spectively, then ended, in conformity 


with generally accepted accounting prin. 


ciples applied on a consistent basis. 


EXAMPLE 5 


We have examined, etc., at December 
31, 1954, the related summary of earn- 
ings for the five years then ended and 
the related statements of surplus for the 
three years then ended. Except as ex- 
plained below. our examination was 
made in accordance with generally ac- 
cepted auditing standards. and accord. 
ingly included such tests of the account: 
ing records and such other auditing 
procedures as we considered necessary 
in the circumstances. 

We observed the taking of physical 
inventories as of December 31. 195] 
and subsequent years but we did not do 
so with regard to the inventories at De- 
cember 31, 1949 and 1950; however. 
our tests of the accounting records for 
1950 and 1951 have given us no reason 
to believe that such inventories have not 
been fairly stated. 

In our opinion. with the foregoing 
explanation as to inventories at Decem- 
ber 31. 1949 and 1950. the above de- 
scribed statements present fairly. in con- 
formity with generally accepted account- 
ing principles applied on a consistent 
basis during the period (1) the financial 
position of (Company) at December 31. 
1954, and (2) the results of operations 
for the five years ended December 31. 
1954. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Buock, C.P.A. 


Relaxation and Professional Progress 


A proficient person is one who is well 
advanced in any business, art or science 

in brief, an expert. The development 
of proficiency. Aldous Huxley tells us, 
is dependent on the combination of re- 
laxation with activity. In his essay “The 
Education of an Amphibian” he makes 
this sage observation: 

In all the activities of life, from the most 
trivial to the most important, the secret of 
proficiency lies in an ability to combine two 
seemingly states—a_ state of 
maximum activity and a state of maximum 
relaxation. The fact that these incompatibles 
can actually coexist is due, of course, to the 


incompatible 


amphibious nature of the human being. 

The need for relaxation is receiving 
increasing attention in well managed 
businesses, particularly with respect to 
the upper echelons of executives. So 
much is expected from this talented 
group, and for so long a time, that their 
wellbeing is a matter of official concern 
and the subject of official policy. The 
same attitude, obviously, should pervade 





Max Biock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin. 
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the accounting profession. The oppor- 
tunities for physical relaxation are not 
readily available to staff members, but, 
because of their youth, they have less 
need for it than their older employers. 

What constitutes relaxation—is it oc- 
casional golf or fishing, or a two-weeks’ 
vacation? Yes, these may be relaxing 
activities if indulgence does not create 
indigenous anxieties and frustrations. 
However, relaxation should not be 
sporadic; it should be intertwined with 
activity so that, by a wise combination 
of both, the best development of pro- 
ficiency is possible. Spending the even- 
ing at home is not necessarily relaxing if 
one transfers to it his business problems 
or is otherwise unrelaxed. 

How can the accounting principal re- 
lax during his working day? Here are 
several thoughts, practical and dreamy, 
but they may be of help to some. 

First. some time should be devoted 
to complete detachment from the tasks 
of the day. For example, upon return- 
ing from lunch, spend fifteen or twenty 
minutes alone and undisturbed. Think 
of nothing in particular or of yourself in 
what some call the spiritual aspects. 

Second, be comfortable physically. I 
your shirt collar is too tight, open it. 
If your belt is too tight, loosen it. If 
your suspenders are too short, lengthen 
them or slip them off your shoulders. 
If you must wear a jacket in the office, 
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keep a very comfortable one around 
for that purpose. Do your bunions 
bother you?—keep a pair of slippers 
on hand for office use. Unconventional 
ideas these are for professional men, but 
how much better they will make you feel. 

Third, make sure that the office in 
which you spend so much of your living 
day is as comfortable as possible and as 
conducive to relaxation as you can make 
it. Most offices are confining cubicles 
that breed claustrophobia. High rent 
may limit the size of your office but a 
certain kind of paint job or a mural on 
the opposite wall can create the illusion 
of greater height or depth. Really good 
lighting. scientifically installed, is essen- 
tial. A scientifically proper chair for 


Administration of a CPA Practice 





sitting, and one to lounge in, should be 
standard equipment. A couch for rest. 
ing and for meditation will be found in- 
valuable. A constant supply of fresh 
air and smoke-free conditions are help- 
ful. Even the adequacy and arrangement 
of facilities to make work easier. to find 
things more easily, to dispose of matters 
more quickly, all play an important role 
in keeping a man more relaxed than he 
would otherwise be. 

Other facets of relaxation, obviously, 
can be cited ad infinitum, but the rest 
will suggest themselves. Relaxation 
should not be looked upon as synon- 
ymous with laziness. It is a form of 
efficiency applied to a man’s living while 
working. 


The Need for Adaptability 


For almost a quarter century our opinions on financial statements have 


been expressed in terms of a concept of general acceptability of a body 
of accounting principles as the criterion of fair presentation. This has had 
many important advantages which need not be now discussed but it in- 
troduced a serious obstacle to progress in accounting research. Basic rules 
or conventions of general applicability in accounting are founded on as- 
sumptions. If we 
these assumptions in the light of current conditions. 

New 
tested before they 
shifts as opinions are handed down by the Courts and business accommo- 


medical techniques and new drugs are critically analyzed and 


are offered to the general public. The law is fluid and 
dates itself to the changes. As a profession we are under the handicap of 
lacking a laboratory in which the new may be examined and tested against 
the old. We must, I think, reconsider our position and try to find a for- 
mula which will provide greater assurance of producing conclusions, the 
validity of which will command general acceptance not alone by profes- 
sional accountants but by businessmen. We must try to find an approach 
which will permit sound experimentation and trial of new ideas and still 
afford protection against abuse. 


Arvin R. Jennines, “A Reappraisal of the 
Profession’s Problems,” an address delivered 
at the AICPA annual meeting, October 1947 





are to avoid stagnation, we must be free to re-examine- 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Reduction in Subsidiary Unemployment 
Insurance Tax Rate 


The subsidiary unemployment insur- 
ance tax rate for 1958 will be one-tenth 
of one per cent of taxable payrolls. In 
1957 the rate was three-tenths of one 
per cent, added on to the regularly com- 
puted “experience” rate of employers 
and represented a total additional cost 
to them of over $40 million. It is ex- 
pected that the reduction in the subsidi- 
ary contribution will save employers in 
this State during the year 1958 approxi- 
mately $39 million. 


Under an amendment to section 577.4 
of the Unemployment Insurance Law 
enacted last year relating to the general 
account, balances standing to the credit 
of individual employers who had gone 
out of business, were transferred to the 
general account from such former em- 
ployers’ individual accounts. In_ this 





SAMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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way there became available to the gen- 
eral account a $42 million wind-fall 
credit which enabled the Industrial 
Commissioner to reduce the amount of 
the subsidiary contribution. 


The 1958 unemployment insurance tax 
rates, after the addition of the one-tenth 
of one per cent subsidiary contribution 
rate, will range from .6 per cent to 2.8 
per cent for experience-rated employers. 
Employers who first became subject to 
the law after June 30, 1956, will pay 
unemployment insurance contributions 
in 1958 at the 2.7 per cent rate. 


A question arises as to the rights of 
an “out-of-business” employer whose 
credit balance has been transferred to 
the general account, in the event that he 
should start operating again. Will he 
have to build up a new credit balance in 
order to participate in experience rating 
or can he call upon the Industrial Com- 
missioner to restore to his individual ac- 
count such credit balance? 


In 1957, 97,326 firms or 41.5 per cent 
of the covered employers in the State, 
did not qualify for experience rating be- 
cause of insufficient experience, nega- 
tive account balances or tax reporting 
delinquency. Most of these firms had 
not been in the system for at least four 
calendar quarters prior to July 1, 1956. 
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Those firms were assigned a 2.7 per 
cent rate and were not subject to the 
subsidiary contribution assessment. 

There were 32.000 firms which had 
failed to qualify for experience rating 
and had to pay unemployment insurance 
contributions at the top rate because 
they had negative account balances. 
The amount of benefits paid to their 
former employees exceeded the amount 
of taxes credited to their accounts, on 
the tax computation date which is June 
30, 1957 for rates to be fixed for the 
calendar year 1958. 

Under the provisions of the law such 
negative-account employers are ineli- 
gible for reduced rates for a period of 
three years. Consequently, any firm 
which had a negative balance in its indi- 
vidual account on June 30, 1957, will be 
assigned the maximum rate plus the 
subsidiary contribution rate on its tax- 
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able payrolls for the calenda: 


years 
1958, 1959, and 1960 regardless of how 
favorable its individual account balance 
may happen to be on the computation 
dates falling in each of those years, 


The New York State Department of 
Labor has issued a tabulation of “Aver- 
age Tax Rates For All Covered Firms 
And For Rated Firms By Detailed In. 
dustry Classification—1957, 1956 And 
1955” which could serve as a guide to 
accountants in advising their clients as 
to whether or not the rate assigned to 
a particular account was out of line as 
compared with the general experience 
of competitors in the particular in- 
dustry. A comparison might also indi- 
cate whether or not the assignment of a 
rate to a particular account should be 
questioned and whether there appears 
to be a need to institute tax controls not 
heretofore employed by the client. 


The Language of Accountants 


Accountants, in developing methods of financial statement presenta- 


tion, have developed an effective technique that serves the purpose of. 


compressing financial information of considerable variety and scope into 
an amazingly small package. It would be difficult to find any other kind 
of document where such a small number of words and figures can be made 


to yield so many meaningful disclosures in the hands of a_ sufficiently 


sophisticated reader, particularly if the reader has access to the financial 


statements in historical series over a number of successive years... . 


The accountant is engaged in a constant struggle to achieve both brevity 


and clarity in his reporting. 


be clear; however, they may be too brief and, hence, unclear. 


Unless his reports are brief, they cannot 


If the 


accountant’s reports are wordy, few people will bother to read them. Those 


who do persevere in wading through the mass of detail will lose the effect 


of any intended emphasis on salient features. On the other hand, it is fatal 


to achieve brevity at the expense either of clarity or accuracy. 


A report 


that is brilliantly misleading is plainly a worse offense against profes- 


sional competence and probity than a report that is dull but harmless. 


An EprrortaL, The Canadian Char- 
tered Accountant, 


October 1957 
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Federal Income Tax Notes 


Conducted by Ricuarp S. Hetstern, C.P.A. 


Holding Period of Property .. . Filing Form 7004... Errors on 


Form 1065 . 
All” the Assets in Reorganization 


Holding Period of Property 

Where there is a complete liquidation 
of a corporation which distributes all of 
its property within one calendar month, 
Section 333, IRC 1954, provides for non- 
recognition of gain to the shareholder- 
distributees upon the property trans- 
ferred (except to the extent of the ratable 
share of earnings and profits and certain 
cash and securities distributed). Thus, 
where there is a large unrealized appre- 
ciation of an asset or assets of the cor- 
poration, they can be distributed in 
liquidation without recognition of the 
increase in value. Since the gain is un- 
realized, it would not be reflected in 
accumulated earnings and profits of the 
transferor-corporation. 

However, the benefits of Section 333 
are not available to a taxpayer which 
qualifies as a collapsible corporation un- 
der Section 341. One of the require- 





RicuarD S. HEexsTeIN, C.P.A., has been 
amember of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as well as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions, 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 


ciated with J. K. Lasser & Co. 
1958 


. . Losses On Prospective Business . . 


. “Substantially 
Circulation Expenses. 


ments which must be met for property of 
the corporation to constitute “Section 
341” assets, and thus qualify the tax- 
payer as a “collapsible corporation,” is 
that the property be held by the corpora- 
tion for a period of less than three years 
(Section 341(b) (3)). 

The last paragraph of Section 341 (b) 
(3) provides that in determining the 
holding period of property, the basis of 
which is determined by reference to its 
basis in the hands of a prior owner, the 
holding period in the hands of the prior 
owner shall be tacked on to the period 
the property was held by the liquidating 
corporation, pursuant to Section 1223. 

Thus, where a partnership in the real 
estate business transferred to a corpo- 
ration its properties which it had held 
for more than three years, in a trans- 
action which qualified under Section 
351, and the corporation wished to 
liquidate after one year, Section 341 
would not apply, because the properties 
had a holding period of more than three 
years. Since Section 341 is inapplicable. 
the shareholders of the corporation may 
elect to enjoy the benefits of Section 333. 
(Rev. Rul. 57-491, IRB-1957-43, 24.) 
Filing Form 7004 Establishes New 

Corporation’s Accounting Period 

Where a new corporation, which is 
organized during the year, files Form 
7004 (Application For Automatic Ex- 
tension For Time To File U.S, Corpora- 
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Federal Income Tax Notes 


tion Income Tax Return) based upon a 
period beginning with the date of its 
organization and ending December 31st. 
and further, pays its estimated tax based 
upon that period, it has in effect estab- 
lished a calendar-year accounting period. 
Accordingly, it must file its return based 
upon a year ended December 31 unless 
it obtains the approval of the Commis- 
sioner to change its accounting period, 
or unless the corporation meets the re- 
quirements of Regs. Section 1.442-1(c) 
or (d). (Rev. Rul. 57-589, IRB 1957- 
50, 9.) 

It is not indicated in the above-cited 
ruling whether both actions are required 
to establish the accounting period or 
whether either action, if performed 
singly, would be sufficient to establish 
the accounting period. 

Errors on Form 1065 

The following Notice, which appears 
in IRB 1957-50, 55, is reproduced in its 
entirety: 

An examination of Form 1065 for 1957, 
U. S. Partnership Return of Income, discloses 


an error in a line reference and in Schedule 


N, as follows: 


(1) Line 11, page 1, should read: 
profit (line 2 less line 10). 


Gross 


(2) The amount to be entered on line 8, 
Schedule N, page 4 (Net earnings from self- 
employment) should be increased by any loss 
reported on line 31, page 1, or decreased by 


any gain reported thereon. 


Losses On Prospective Business 

Sec. 165(c)(2) IRC 1954 allows a 
deduction to individuals for losses in- 
curred in any transaction entered into 
for profit, though not connected with a 
trade or business. 

The question has arisen as to whether 
expenses incurred in the investigation 
of a trade, business or other transaction 
come within the purview of the above 
provision where the transaction was not 
carried out. 

The Service, after considering various 
cases litigated under similar provisions 
in preceding laws, has ruled that such 
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losses are deductible only where the 
transaction has actually been entered 
into, and the project then abandoned 
Costs of investigatory activities whic 
are carried no further are not covered 


(Rev. Rul. 57-418, IRB 1957-38, 9.) 


“Substantially All” the Assets in 
Reorganization 


In determining whether “substantial 
all” the assets of a corporation in reor 
ganization have been transferred in com 
pliance with Sec. 368(a) (1) (C), the 
amount, nature and purpose of retentio 
of the assets not transferred shall bg 
determinative. 

A corporation which transferred only 
70 per cent of its assets, but used thé 
retained assets to satisfy existing liabil 
ities, and then liquidated, is held to havé 
transferred “substantially all” its assets 
Furthermore, the assets retained werd 
not “operating assets.” 

In issuing this ruling, the Commis 
sioner has withdrawn his non-acqui 
escence to Milton Smith (1936, 34 BTA 
702) recorded at XV-2 CB 46 (1936) 
He distinguishes and reasserts I.T. 237, 
(VI-2 CB 19, 1927) where operating 
assets of a business are not transferred 
and which may be used to continue thé 
business at a future date, or which ma 
be sold to another purchaser. (Rev. Rul 


57-518, IRB 1957-45, 14.) 


Circulation Expenses 


When a taxpayer elects to deduct cir 
culation expenses under Sec. 173 IRC 
1954, those expenses must be deducted 
in the year in which they were incurred 
even though the income may be deferred. 


Rev. Rul. 57-87 (IRB 1957-10, 19) 
covering this procedure is more fully 
discussed in NYCPA Vol. XXVII, No. 5, 
May. 1957, page 359. However, even 
though such expenditures are deducted 
currently for tax purposes, they may be 
treated as deferred expenses on the tax- 
payer’s books and records. (Rev. Rul. 


57-526, IRB 1957-45, 12.) 
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